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Notice to Readers
This practice aid, Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools, has been developed to help preparers of financial statements of futures commission merchants, introducing brokers, and commodity pools (collectively called
commodity entities) understand how the industry functions and the regulatory requirements affecting it. This practice aid is also designed to assist independent auditors in auditing and reporting on financial statements of commodity entities.
The material in this practice aid was written by the Commodity Practice Aid Task Force
and issued by the Stockbrokerage and Investment Banking Committee of the AICPA. The
material in this practice aid has not been considered or acted upon by senior technical
committees of the AICPA or the AICPA board of directors, and does not represent an official opinion or position of the AICPA.
The first edition of this practice aid was published in 1998. This is the second edition of
this practice aid and the content herein incorporates Commodity Futures Trading Commission regulatory requirements, accounting and financial reporting requirements issued
by the Financial Accounting Standards Board, and auditing standards issued by the
AICPA Auditing Standards Board as of March 31, 2009. Regulatory, accounting, financial
reporting, and auditing requirements may have changed since this practice aid was developed. Practitioners should be aware of and comply with current guidance.
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Preface
This practice aid provides guidance for preparers of financial statements of futures commission merchants (FCMs), introducing brokers (IBs), and commodity pools (pools), collectively referred to as commodity entities. This practice aid is also designed to provide
independent auditors practical guidance in auditing and reporting on financial statements
of commodity entities. This practice aid has been written by the Commodity Practice Aid
Task Force and issued by the Stockbrokerage and Investment Banking Committee of the
AICPA.
This practice aid provides industry specific information regarding the operation of commodity entities and related regulatory requirements as set forth by the Commodity Futures Trading Commission. It incorporates accounting and financial reporting
requirements issued by the Financial Accounting Standards Board (FASB) and auditing
standards issued by the AICPA’s Auditing Standards Board (ASB).

FASB Accounting Standards CodificationTM
The accounting guidance in this practice aid has been revised to reflect reference to FASB
Accounting Standards CodificationTM (ASC) as it existed on March 31, 2009 (through
FASB ASC Update 2009-80). Although FASB ASC is not effective at this date, FASB is
expected to issue ASC as authoritative July 1, 2009; therefore, this practice aid has been
conformed to FASB ASC to assist readers.
In addition, accounting guidance in the sample financial statements and illustrative letters
included in this practice aid have been updated for FASB ASC.1 This wording is for illustrative purposes and is provided for use after the effective date of FASB ASC.

FASB ASC Structure and Referencing
Accounting guidance in this practice aid has been conformed to reflect reference to FASB
ASC using the style articulated in the FASB ASC Notice to Constituents. FASB ASC uses
a topical structure in which guidance is organized into areas, topics, subtopics, sections,
and subsections. These terms are defined as follows:

1. At the date of this writing, Financial Accounting Standards Board Accounting Standards CodificationTM is expected to
become authoritative effective July 1, 2009.
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Areas are the broadest category in FASB ASC and represent a grouping of topics.
Topics are the broadest categorization of related content and correlate with the
International Accounting Standards and International Financial Reporting
Standards.
Subtopics represent subsets of a topic and are generally distinguished by type or
scope.
Sections indicate the nature of the content such as recognition, measurement, or
disclosure. The sections’ structure correlates with the International Accounting
Standards and International Financial Reporting Standards.
Subsections allow further segregation and navigation of content.
Topics, subtopics, and sections are numerically referenced. This effectively organizes the
content without regard to the original standard setter or standard from which the content
was derived. An example of the numerical referencing is FASB ASC 305-10-05, in which
305 is the Cash and Cash Equivalents topic, 10 represents the Overall subtopic, and 05 represents the Overview and Background section.

Information Included in This Practice Aid
This practice aid is organized to complement the AICPA Audit and Accounting Guide
Brokers and Dealers in Securities. The practice aid contains the following chapters:
Chapter 1, “Commodity Industry Overview.” This chapter describes the participants
in the commodity industry, including FCMs, IBs, commodity trading advisors,
commodity pool operators and pools; commodity markets, including cash, forward, and futures markets; regulatory agencies; and exchanges, boards of trade, and
other self regulatory organizations. It also describes various activities in which commodity entities engage.
Chapter 2, “Commodity Entity Functions, Books, and Records.” This chapter provides
a detailed discussion of the FCM’s or IB’s functions, books and records including
(1) trade order processing, (2) customer account records, (3) clearance and settlement, (4) other specialized activities, (5) reconciliation and balancing, and (6) collateralized financings. It also discusses the commodity entity’s regulatory
recordkeeping requirements and tax information requirements.
Chapter 3, “Regulatory Considerations.” This chapter contains an explanation of significant regulations, rules, and reporting requirements that are relevant to an FCM
and IB.
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Chapter 4, “Financial Statements of Futures Commission Merchants and Introducing
Brokers, Presentation and Classification.” This chapter describes the accounts generally reported on an FCMs or IBs financial statements and provides illustrative financial statements, including statements of financial condition, income or
operations, changes in ownership equity, changes in liabilities subordinated to
claims of general creditors, cash flows, supplementary schedules, and the related
notes to the financial statements.
Chapter 5, “Auditing Considerations.” This chapter provides a discussion of generally accepted auditing standards as applied to FCMs and IBs, issues related to specialized FCM and IB accounts, and an appendix providing audit assertions, audit
objectives, and examples of tests of controls and substantive tests that are relevant
to an FCM or IB.
Chapter 6, “Internal Control.” This chapter provides a discussion of the auditor’s
understanding of internal control in a financial statement audit, including the five
interrelated internal control components (that is, control environment, risk assessment, control activities, information and communication systems, and monitoring). The discussion covers internal controls and other related considerations that
may be relevant to an FCM’s or IB’s specific activities.
Chapter 7, “Accounting Guidance.” This chapter provides a discussion of the accounting model used by the industry, trade-date versus settlement-date accounting,
and other financial statement items relevant to an FCM or IB.
Chapter 8, “Commodity Pools.” This chapter provides guidance on items specifically
relevant to a commodity pool’s (1) functions, books, and records, (2) regulatory requirements, (3) financial statement presentation and disclosure, (4) auditing considerations, (5) internal controls, and (6) accounting. It provides illustrative
financial statements, supplementary schedules and related notes to the financial
statements, and an illustrative independent auditors report.
Exhibits. This set of exhibits provides several illustrative reports that should assist
independent accountants in reporting on the financial statements (and other written management assertions) of an FCM or IB.
Glossary. This chapter describes many of the unique terms that are prevalent in the
commodity industry.
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Summary
This practice aid has been developed to help preparers of financial statements of futures
commission merchants (FCMs), introducing brokers (IBs) and commodity pools (pools),
collectively call commodity entities, understand how the industry functions and the regulatory requirements affecting it. This practice aid is also designed to assist independent auditors in auditing and reporting on financial statements of commodity entities.
The audit and reporting requirements for commodity entities are set forth by the Commodity Futures Trading Commission (CFTC). Generally accepted accounting principles
(GAAP) apply to financial statements of commodity entities and generally accepted auditing standards apply to audits of financial statements of commodity entities. This practice
aid does not address the general application of those requirements, principles, and standards; rather, it focuses on matters unique to commodity entities. It describes the regulatory, accounting, and auditing issues specific to commodity entities and illustrates the form
and content of the financial statements and related disclosures. Included are discussions of
business activities, accounting records, internal controls, unique aspects of the audit, as well
as illustrations of various financial statements and independent auditors’ reports.
The form of financial reporting for commodity entities required under GAAP and in accordance with the requirements established by the regulatory or self-regulatory bodies is
intended to meet the needs of customers who do business with commodity entities, regulatory bodies and lenders, and stockholders of firms with public ownership. The form and
content of financial statements and auditor’s reports for IBs can be derived from the illustrations provided for FCMs.
Commodity entities are registered with the CFTC and are members of the National Futures Association (NFA), and are subject to the rules of both. Members of boards of trade
also are subject to the rules of the exchanges of which they are members. Some of these
rules, as currently in effect, are discussed in this practice aid; however, the rules, regulations, practices, and procedures of the commodities futures industry continue to change,
frequently and extensively. Regulatory requirements as well as accounting, financial reporting, and auditing requirements may have changed since this practice aid was developed. Practitioners should be aware of and comply with current guidance.
Users of this practice aid should be aware that some issues affecting commodity entities
may not be included in this practice aid. Individual circumstances and the activities of
each entity should be evaluated to determine what regulatory, accounting, financial reporting, and auditing issues are applicable to a particular entity.
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Chapter 1

Commodity Industry Overview
Introduction
1.01 Futures markets have been an important element of the traditional commodity
markets for over a century. Futures help to smooth out the boom-and-bust cycles that
sometimes result from the production, processing, and delivery functions traditionally associated with agricultural commodities and metals. During the past 35 years, futures, as
well as more exotic derivative instruments, have become an important element of the financial services industry. Indeed, futures, securities, insurance, and derivatives are part of
the broader financial services industry serving the world economy.
1.02 Users of the commodity futures and options markets purchase and sell contracts to
hedge, manage risk, or speculate. Historically, the term commodity referred to physical
goods underlying a futures contract. The term has evolved over the years to include various
financial instruments, stock indexes, energy products, and foreign currencies. In addition,
commodity contracts have been expanded to include forward contracts (interbank and
other off-exchange markets) and options on futures in which the futures contract is the
underlying instrument. These contracts are used to manage and shift risk in all of the
major business sectors of the world economy. This practice aid addresses the accounting
and reporting requirements for futures commission merchants (FCMs) and commodity
pools (pools), the two primary kinds of entities directly serving the end-users of the industry. This practice aid also addresses forex dealer members (FDMs), introducing brokers
(IBs), and commodity trading advisors (CTAs). These five kinds of entities are sometimes
collectively referred to as commodity entities. The discussion contained in this practice aid
addresses the requirements for an entity registered solely as a commodity entity, as well as
the requirements for the commodity futures area of a broker-dealer that is also registered
with the Securities and Exchange Commission (SEC).

Entities in the Commodity Futures Industry
1.03 Entities operating or participating in the commodity futures and options industry
include the following:
FCMs
IBs
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FDMs
Pools and commodity pool operators (CPOs)
CTAs
Associated persons (APs)
Floor traders and floor brokers
Commodity futures exchanges
Exchange clearing organizations
1.04 The entities operating in the commodity futures industry are subject to governmental regulation and the terms used herein have regulatory connotations and more general commercial connotations. Commodities entities may be natural persons or may take
one of numerous legal forms including a partnership, limited liability company (LLC), or
corporation. An entity may be registered with the Commodity Futures Trading Commission (CFTC) in one or more of the capacities described in the paragraphs that follow. An
entity may also be registered in one or more capacities with the SEC.

Futures Commission Merchants
1.05 An FCM is a commodity broker that is engaged in soliciting or accepting orders for
the purchase or sale of any commodity for future delivery on, or subject to the rules of, a
commodities exchange and, in connection with such solicitation or acceptance of customer orders, accepts any money or property to margin or otherwise secure futures contracts and options on futures contracts that result from such solicitation or acceptance of
orders. A firm that trades solely for proprietary accounts, as defined in CFTC Regulation
1.3, Definitions, is not required to register as an FCM with the CFTC. Many firms that are
registered with the CFTC as FCMs are also registered with the SEC as securities brokerdealers. This is because financial services firms wishing to offer a full range of financial
products and services to their customers must be registered to operate in both the securities and commodity futures industries.
1.06 An FCM must meet CFTC and self-regulatory organization (SRO) capital requirements, segregate the funds of its customers from its own assets, and file various reports
(such as the monthly CFTC Form 1FR-FCM financial report). Certain reporting requirements are triggered by events, such as the existence of a material inadequacy in internal
controls and early warning capital notices. An FCM also is required to file an annual certified audit report with the CFTC and with the firm’s SRO.
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1.07 An FCM may be a clearing or nonclearing member of a commodity exchange.
Clearing FCMs may clear trades executed on a contract market with a clearing house of
the contract market. Nonclearing FCMs may not clear directly with a clearing house of a
contract market. Nonclearing FCMs must establish an account with a clearing member
firm in order to have trades executed on a contract market cleared by a clearing house.
1.08 FDMs are a kind of FCM that engages in off-exchange foreign currency futures
and options contracts (forex) with retail customers. Registered FCMs and their affiliates
are among the entities that may offer such forex contracts to retail customers.
1.09 The off-exchange forex market is a large, growing, and liquid financial market that
operates 24 hours a day. It has no central trading location or exchange and has many buyers and sellers. Most of the trading is conducted by telephone or through electronic trading networks. Banks, insurance companies, large corporations, and other large financial
institutions all use the forex markets to manage the risks associated with fluctuations in
currency rates. In recent years, however, a number of firms began offering forex contracts
to individual investors. The National Futures Association (NFA) regulates some, but not
all, of these forex firms.

Introducing Brokers
1.10 An IB is an entity (other than a registered AP of an FCM) who solicits or accepts
orders for the purchase or sale of any commodity for future delivery on an exchange. Generally, an IB may not hold any money, securities, or property from a customer that would
be used to margin, guarantee, or secure any trades or contracts that result from such solicitations of orders. However, an IB that is authorized by a guaranteeing FCM may accept
checks in the FCM’s name if those checks are deposited the same day to an account in the
FCM’s name and if withdrawals from the account can only be made by the FCM. Otherwise, to accept and hold funds for its customers, an entity would have to be registered as
an FCM. There are two kinds of IBs: guaranteed and independent. An IB may be independent, that is, not guaranteed by an FCM, and may introduce customers to several
FCMs. A guaranteed IB may introduce customer accounts solely to the guaranteeing
FCM. An independent IB must meet regulatory capital requirements. Guaranteed IBs are
not subject to regulatory capital requirements. Regardless of whether an IB is guaranteed
or independent, an FCM will always maintain the IB’s customers’ accounts and handle all
customer funds and property.
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Nonregulated Entities
1.11 Many business enterprises operate primarily as traders, dealers, or both, in physical
commodities and commodity derivatives, and may be unregulated. Their activities include
trading and dealing in base and precious metals, energy products and agricultural commodities, and related derivative products. The accounting principles used by these enterprises should be in conformity with the principles set forth in Financial Accounting
Standards Board Accounting Standards Codification 940, Financial Services—Brokers and
Dealers; specifically, long and short commodities and commodity derivative positions
should be accounted for at fair value with unrealized gains and losses recorded currently in
the statement of income or operations.

Commodity Pools and Commodity Pool Operators
1.12 A pool is usually organized by a CPO as a limited partnership or LLC with the
stated objective of seeking profit in the futures markets for its partners or members. In addition, a pool may be involved in trading securities, forwards, and various over-thecounter (OTC) derivative products. In addition to CFTC regulation, a pool may be
subject to applicable state laws and SEC regulation under various federal securities acts.
1.13 A CPO is generally the administrator for a pool. A CPO must file a disclosure document with the CFTC for each pool it offers to the public and meet other requirements
with respect to each pool. The pool’s disclosure document must include, in accordance
with CFTC regulations, past performance information for the pool, other pools operated
by the CPO, and the CTAs used by the pool.

Commodity Trading Advisors
1.14 A CTA is an individual or firm that manages a client’s commodity trading account
or issues analyses or reports concerning commodities, including the advisability of trading
in commodity futures or options, for compensation. A pool may use one or more CTAs to
do its trading in the markets. Generally, a CTA that offers its services to clients is required
to file a disclosure document with the CFTC and to furnish copies of that disclosure document to its prospective clients. In accordance with CFTC regulations, the CTA must include its past performance in managing accounts for customers in the disclosure
document.
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Associated Persons
1.15 APs are registered individuals who are employed by an FCM, IB, CPO, or CTA to
solicit or accept commodity futures or options orders, solicit persons for participation in a
commodity pool, or exercise discretionary authority over a customer’s trading account
(manage the customer’s account). A person who supervises the activities of other APs is
also considered an AP. An AP is usually a customer’s primary contact for placing orders for
commodity trades for the customer’s account at an FCM. An FCM may employ APs instead of or in addition to IBs to perform its retail function.

Customers and Noncustomers
1.16 In general, any person who opens a trading account with an FCM is a customer of
that entity. (See chapter 3, “Regulatory Considerations,” for the technical definition of a
customer.) An FCM segregates customer assets from its own assets, as required by CFTC
regulations. In a bankruptcy liquidation of an FCM, the FCM’s customers (customers as
defined in the CFTC’s regulations) generally have a priority over the general creditors of
the FCM for amounts owed to them pursuant to the segregation requirements of the
Commodity Exchange Act (CEAct).
1.17 For regulatory purposes, certain customers are identified as noncustomers. A noncustomer is a person whose account, because of regulatory prohibitions, may not be carried as a customer account by an FCM generally due to an affiliation of some kind with
the carrying FCM. Examples include owners, officers, or other key employees of the FCM
and business affiliates that control the carrying FCM or are controlled by or under common control with the carrying FCM. In a liquidation event, any amounts owed to noncustomers are paid in the same priority as amounts owed to the FCM’s general creditors,
to the extent any funds remain after the customers are paid.

Floor Traders and Floor Brokers
1.18 Floor traders and floor brokers are classifications of registration for individuals who
are permitted to trade on the floor of an exchange. A floor trader may trade only for his or
her own account, whereas a floor broker may make trades for others as well.
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Commodity Futures Exchanges
1.19 In the United States, a commodity exchange is an entity designated by the CFTC as
a contract market. Under the CEAct, a commodity exchange is also considered an SRO,
which must have its own rules and regulations to achieve the protection required by the
CEAct, as amended by the Commodity Futures Modernization Act of 2000. An exchange
must demonstrate compliance with core principles set forth in the CEAct. (In regulatory
terminology, a U.S. exchange is called a contract market and a foreign commodities exchange is called a foreign board of trade.)

Exchange Clearing Organizations
1.20 The clearing organization (commonly referred to as a clearinghouse) is the facility
through which trades executed on the exchange are matched, cleared, and monetarily settled. A clearing organization’s operations include the following:
Processing of trade data
Daily cash settlement with clearing members for daily price variations in each clearing member’s open positions
Collection of sufficient margin or performance bond from each clearing member
to support the member’s trading
Monitoring the financial integrity of clearing members
1.21 The clearing organization guarantees to each of its clearing members performance
of the clearing organization’s obligations under the exchange’s contracts. To support this
guarantee of performance, clearing organizations do the following:
Have minimum capital requirements for their clearing members
Require margin deposits on aggregate customer positions, noncustomer positions,
and proprietary positions
May require the owners or shareholders of a clearing member firm to provide guarantees of the firm’s proprietary and noncustomer obligations
Require guarantee funds consisting of cash, securities, and bank guarantees to be
contributed by their clearing members
Have the authority to assess their members for additional funds on a pro rata basis
in the event the guarantee fund or other sources are insufficient to cover all of a
failed clearing member’s obligations to the clearing organization
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1.22 Clearing member firms are the customers of the clearing organization. Most clearing organizations are obligated only to their members and not to the customers of the
clearing member firms. That is, customers of a failed firm may look only to the firm for
payment. The clearing organization is also charged with assuring the proper conduct of
the exchange’s delivery procedures, including the financing of those deliveries.

Exchange Members
1.23 Commodity futures and options exchanges offer full memberships and limited
memberships. Full membership grants the holder full trading privileges in all contracts
traded on the exchange and full exchange voting rights. Limited memberships allow the
holder to execute trades only in certain specified commodity contracts and grant only partial voting rights or no voting rights. Further, some exchanges have demutualized, thereby
disaggregating trading privileges from ownership and the related voting rights.
1.24 An exchange membership must be held in the name of a natural person; however,
it may be effectively owned by a partnership or corporation through an ABC type
agreement.
1.25 An exchange membership owned and used by a corporation, LLC, or partnership
in its business activities on an exchange, or assigned by an individual to the entity for the
entity’s benefit and use, is registered as such with the exchange by the individual in whose
name the membership is held. Formal written agreements, which are usually standardized
by the exchange, establish a corporation’s, LLC’s, or partnership’s ownership rights and interests in an exchange membership.
1.26 The owner of an exchange membership may lease or delegate the membership trading privileges to another person. The exchange must approve such a leasing or delegation
of trading privileges. Under a lease or delegation agreement, the membership owner typically remains liable for the debts, acts, and obligations of the lessee or delegate that may
arise from the lessee’s or delegate’s exercise of the rights and privileges of the membership.
1.27 Exchange memberships have value in that the memberships can be bought or sold.
Depending on the exchange and class of membership involved, an exchange membership’s
value may range from several thousand dollars to more than a million dollars.
1.28 To be a clearing member of an exchange, an entity must have, through outright
ownership or assignment, ownership rights and interests in a membership on the exchange
for which the clearing house clears trades.
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The Markets
1.29 Commodity markets can be classified either by the kind of marketplace on which
the commodities are traded (that is, the exchange or OTC markets) or according to the
following key features:
Cash or spot markets
Forward markets
Futures markets
1.30

Commodities markets share some of the following common attributes:
Commodity contracts are purchased or sold for delivery in the future (albeit a very
short future for the cash or spot markets)
Each party to the contract is obligated to fulfill the contract at the specified terms
The contract may be satisfied by delivery of the underlying commodity, offset, or,
if provided for in the contract, cash settled

Cash Markets
1.31 Markets trading commodities that underlie the futures, forwards, or options contracts are called cash markets because they generally require payment and delivery of the
underlying commodity. To illustrate, a grain elevator is a cash market for grains and the
New York Stock Exchange is a cash market for securities underlying the Major Market
Index contract traded on the Chicago Mercantile Exchange. Some futures exchanges also
trade in cash-settled commodities. Most cash markets are OTC markets, which are principal-to-principal markets. This means that, in these markets, no membership requirements,
clearinghouses, or clearing member firms exist to serve as intermediaries. Generally, each
market participant looks solely to the counterparty on each contract for fulfillment of the
obligations under the contract. Also, the terms of the contracts are subject to negotiation
directly between the parties. Examples of OTC markets are U.S. government securities
and forward foreign exchange (forex) markets.

Forward Markets
1.32 Forward markets trade cash commodities to be delivered at a future date. The
trades are conducted on a principal-to-principal basis, that is, no exchange is involved and
the contracts are generally not standardized. Delivery or other settlement takes place
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according to the terms of each contract. The interbank foreign exchange forward market is
an example of a forward market. Most forward markets are OTC markets.

Futures Markets
1.33 Futures markets are conducted on regulated exchanges, with a clearing organization and clearing members, where the following events occur:
Contracts are standardized as to quantity, quality, delivery period, and location
Price discovery occurs through an auction process conducted by open outcry on
the exchange trading floor or by entering contract bids and offers into an exchange
electronic trading system.

Kinds of Contracts Traded on Commodity Futures
Exchanges
Futures Contracts
1.34 A futures contract is a standard and transferable form of contract that binds the
seller to deliver to the bearer a standard amount and grade of a commodity to a specific location at a specified time. It usually includes a schedule of premiums and discounts for
quality variation. A contract to buy is called a long contract and a contract to sell is called
a short contract. Such contracts are traded on a regulated futures exchange and are standardized as to quantity, quality, delivery month, and delivery location of the underlying
commodity.
1.35 For a contract to come into existence, a trade involving a buyer and a seller and
based on an agreed upon price must be made on or subject to the rules of an exchange.
Most commonly, a customer pays a flat per-trade commission to enter into a contract.
Some customers, such as pools or larger financial institutions, may negotiate unique commission arrangements with their FCM.
1.36 Daily profits and losses on an open futures contract are settled between the clearinghouse and each of its clearing members based on the daily mark-to-market change in
the price of the contract, as reflected by exchange closing prices compared with the prior
day’s closing price or the price at which the trade was originally executed for trades put on
that day. Prices are published daily and the exchanges maintain a time and sales register of
minute-to-minute prices during each trading session. The aggregate gains or losses of all
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positions held by a clearing member FCM for all of its customers and noncustomers are
calculated and settled by the clearing house initiating pays and collects against or into the
accounts of each of its members.

Options on Futures Contracts
1.37 Puts and calls, long and short. An option on a futures contract is a contract in which
the buyer (or holder) of the option has obtained the right, but not the obligation, to call
(buy) or put (sell) a futures contract. As with futures, a buyer of an option is long the option and the seller (or writer) of the option is short the option. Four kinds of options positions may exist in a customer account: long call, long put, short call, and short put. A
customer holding a long call (or long put) option has the right to buy (or sell) the futures
contract underlying the option contract at the specified strike price before the expiration
date of the option. A customer who is short a call (or short a put) has the obligation to assume a short (or long) position in the futures market at the specified strike price if the option is exercised. The decision to exercise an option is made by the buyer (holder) of the
long position.
1.38 Option expiration and exercise date. An option’s expiration date is the final date that
an option may be exercised, that is, the date on which the option holder’s rights terminate.
After the expiration date, the option is worthless. Typically, an option may be written so
that its exercise date is its expiration date or its exercise date can be any day before its
expiration date. An American option, that is, most options traded on U.S. exchanges, may
be exercised at any time from inception to expiration. A European option, that is, an option traded in any foreign country, is generally allowed to be exercised only at the date of
expiration.
1.39 The option premium. An option buyer (long call or long put) pays a premium to the
seller (the writer or grantor) of the option (short call or short put). An option premium is
the price of the option contract and represents the amount buyers are willing to pay and
sellers are willing to accept. The long option holder’s profit in the position is based on future value of the option minus the premium paid, which, conversely, would be equal to the
short option writer’s future losses. Likewise, the long option holder’s losses are limited to
the premium paid, which is the same amount as the short option writer’s potential profits.
As with futures contracts, options prices are published daily.
1.40 Strike price. The strike price is the exercise price of the option. As specified in the
option contract, it is the price of the underlying commodity covered by the futures contract to be assigned if the option is exercised.
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1.41 In-the-money and out-of-the-money. An option is said to be in-the-money if exercising the option would be profitable (excluding commissions, fee charges, and other costs).
Conversely, the option is out-of-the-money if no profit exists upon exercising the option.
For call options, if the settlement price of the underlying futures contract exceeds the
strike price of the option, the excess is the in-the-money amount for the option. For put
options, if the settlement price of the underlying futures contract is less than the strike
price of the option, the difference is the in-the-money amount for the option.

Futures and Options Trades, Margins, and Daily
Settlement
Processing the Trade
1.42 With the exception of floor traders who trade directly for their own accounts on
the exchange floor, commodity futures and options trades are normally initiated by a customer communicating with an IB or AP at an FCM. A request is made that the FCM execute a specified number of futures or options contracts in a particular commodity either
at a stated price or at the current market price for the customer’s account. After receiving
the customer’s order, the IB or AP conveys the order to the FCM’s order processing personnel who relay the order to a clerk on the floor of the appropriate exchange. IBs or APs
may also call the floor clerk directly. The floor clerk then delivers the order to a floor broker who executes the trade order by open outcry on the exchange floor.
1.43 Once the order is executed, the floor broker promptly communicates the resulting
contract trade to the floor clerk who relays the trade information back to the FCM’s order
processing personnel. The FCM’s order processing personnel immediately notify the IB or
AP of the executed trade, and the IB or AP in turn immediately notifies the customer of
the filled trade order. The FCM will confirm the trade to the customer in writing no later
than the next business day.
1.44 Increasingly, commodity futures and options trades are executed through the use of
exchange-operated electronic trading systems. Instead of being relayed to an exchange
floor, trade orders for electronic execution are entered into an exchange electronic trading
system through computer terminals at the FCM by the FCM’s personnel. Once the electronic order is matched and the trade is executed by the system, the FCM’s order processing personnel should immediately notify the appropriate IB or AP of the executed trade.
The IB or AP then should immediately notify the customer of the filled trade order. The
FCM should confirm the trade to the customer in writing no later than the next business
day.
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1.45 To clear trades for a customer, an FCM must be an exchange clearing member. To
place trades at exchanges where the FCM is not a clearing member, the FCM must have an
omnibus account or fully disclosed arrangement (see paragraph 1.51 for a further definition) at another FCM that is a clearing member of the particular exchange. The FCM that
receives the customer order in an omnibus account or fully disclosed arrangement and forwards the order to a clearing FCM is known as the initiating FCM. The clearing FCM is
known as the initiating FCM’s carrying broker. The clearing FCM will execute the order
on the exchange for the benefit of the initiating FCM’s omnibus account or on a fully disclosed basis.

Margin Requirements for Futures and Options Positions
1.46 Margin is a good faith or performance bond, usually in cash or securities, and is designed to assure performance of the obligation under a futures or options contract. In contrast, if securities are purchased, margin is considered a partial payment on the ownership
of a security. Securities, foreign currencies, or other noncash collateral must be of a kind
approved by the exchange or clearing organization before the collateral can be accepted as
margin.
1.47 Margin rates differ for each kind of commodity futures or options contract. Clearing organizations set margin rates for deposits required from its FCM members. Exchanges establish minimum margin requirements that must be deposited by the customers
with the FCM. An FCM, depending on its own business policies and decisions, may require its customers, or particular kinds of customers, to deposit more than the exchangeset minimum levels.
1.48 Exchange futures margins. Although the Federal Reserve Board has delegated margin oversight authority to the CFTC on stock index contracts, the exchanges retain day-today responsibility for those and all other futures contracts. The exchanges set margin
requirements for the holders of open contracts (customers, noncustomers, and members).
Margins for hedgers or members are generally lower than for speculative positions held by
persons who are nonmembers. Margins are set at the following two levels for speculative
customer positions:
1. The initial margin is the margin requirement when a position is opened
2. Maintenance margin is the equity level that must be maintained in an account on
an ongoing basis; if account equity reaches that level, initial margin must be
restored
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1.49 Options margins. Margin for commodity options works differently from futures. At
the time of purchase, the buyer of an option pays in full the premium that reflects the
value of the option at the time of the transaction. The buyer’s ledger account is debited for
the amount of the premium paid. The premium is collected from the buyer of the option
and is passed through the clearinghouse to the option seller’s firm, and the seller’s firm
credits the seller’s ledger balance for the premium received. At the end of the day, the
seller’s firm is required to deposit with the clearinghouse an amount of margin equal to or
greater than the firm’s performance bond (original margin) requirement for all of the firm’s
net open options and futures positions at the clearinghouse. With respect to the buyer, the
end-of-day value of the long option is included in calculating his or her account’s net liquidating equity or deficit; with respect to the seller, the value of the short option is deducted in calculating the net liquidating equity or deficit. As with futures contracts, all
accounting is reflected in the accounts and in the financial statements as of the same day as
the mark-to-the-market.
1.50 Margin calls. The FCM makes a margin call if an account’s liquidating equity falls
below the required maintenance margin amount. The call should be an amount sufficient
to restore the account back to the initial margin level.
1.51 Omnibus and fully disclosed accounts. Separate trading accounts must be maintained
at the carrying or correspondent FCM for the originating FCM’s proprietary and noncustomer trades and for the trades of the originating FCM’s customers. The originating
FCM’s proprietary and noncustomer trades may not be commingled with the trades of the
originating FCM’s customers in the accounts carried with the correspondent FCM. An
FCM may maintain trading accounts at a carrying FCM on either an omnibus or fully disclosed basis.
1.52 If a trading account is carried as an omnibus account at a correspondent FCM, the
trades of two or more of the originating FCM’s customers are submitted for clearing and
combined in the account. The correspondent broker has no information as to the identities of the customers whose trades are executed or whose positions are carried in the account. Open positions in the account are usually closed out by offsetting trades on (a) a
first-in, first-out basis or (b) instruct basis for closing out positions.
1.53 The carrying FCM must calculate the margin requirement for an omnibus account
on a gross basis and is required to collect from the originating FCM the margin required
by exchange rules for each open futures or option contract held in the account. There may
be no reductions in the total margin required for any customers’ positions in the account
that may offset positions held in the account for other customers. The carrying FCM may
recognize spread or hedged positions, thereby reducing the gross margin requirement if
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the omnibus account provides a written representation that each such position is ultimately owned by the same entity.
1.54 If a customer’s trading account is carried on a fully disclosed basis, the originating
FCM must give full details of the customer’s account, including the customer’s identity
and location, to the carrying FCM. The carrying FCM establishes an account for the customer on its books and records; credits the account for all funds received to margin, secure, or guarantee the customer’s commodity trades; and prepares and sends to the
customer all required statements. Only the carrying FCM records in its books a liability to
the customer for the equity in the customer’s trading account. The originating FCM has
no such liability. In effect, the carrying FCM becomes the fully disclosed customer’s clearing FCM, and the originating FCM becomes the customer’s introducing broker.
1.55 The carrying FCM is responsible for computing the margin requirement for positions in the fully-disclosed account and for collecting required margin deposits from the
customer. In computing the margin required, the carrying FCM must satisfy the minimum margin requirements for customer trading accounts established by the appropriate
commodity exchanges.
1.56 SPAN performance bond (margin) system. At all U.S. exchange clearinghouses, risk
margin requirements are calculated using the Standard Portfolio Analysis of risk performance bond margining system (SPAN). SPAN is a portfolio-based method of margin
computation. The exchanges require a minimum good faith deposit to cover the maximum one-day loss that a portfolio could incur based on statistical probability analysis.
SPAN simulates how a complete portfolio might react to changing market conditions and
then covers the largest reasonable overnight loss. SPAN calculations meet the daily minimum risk requirements for clearing member firms, individual members, and public customers of all clearing organizations and exchanges that have adopted the system. All major
U.S. and many foreign commodity futures exchanges and clearing organizations have
adopted SPAN. As discussed previously, an FCM may require an additional margin from
its customers above exchange-set minimums, including such minimums calculated using
SPAN.
1.57 Clearing organization margin. At most firms, customer risk margin requirements
are calculated using SPAN. Clearing members must deposit margin with the clearing organization based on the positions carried at the clearing organization. Margin requirements for customers are computed separately from the requirements for noncustomers
and may be computed based on the net or gross number of positions, depending on the
rules of the particular clearing organization.
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1.58 Spread margins. Spread margin requirements are applied to certain open futures positions that involve two or more commodity futures contracts that may be different yet related either economically or by their nature. For instance, a customer may hold a long
December silver futures and a short April silver futures position. Because the net gain or
loss on the combined net position will move less drastically than on either individual position, the risk of loss is reduced and the exchange can impose a lower spread margin requirement. Spread margin requirements, which are lower than speculative margin
requirements, are applied if the exchange believes the risks inherent in two or more identified contracts have an offsetting tendency. A spread or hedge may also occur on two different exchanges.
1.59 Daily variation settlement. In the United States, each day, futures positions are
marked-to-the-market and cash is passed through the clearing organization to (or from)
each clearing member firm. This process is known as the daily variation settlement. The
cash received or paid represents the daily profits or losses and is the net amount for all the
accounts carried by the firm. Intraday settlement is conducted on the largest commodity
exchanges. Due to regulatory requirements for segregation of customers’ funds, two separate cash flows exist for the variation settlement, one for customers and another for noncustomers. The variation settlement for a particular day’s mark-to-market is computed
that night and the actual pass of cash is made the following morning. Each clearing firm
uses a settlement bank, authorized by the clearing organization, at which the firm maintains an account for cash transactions with the clearing organization. Each clearing organization selects several banks for this purpose. The daily profit or loss amounts are posted to
customers’ accounts as of the day of the mark-to-market. In each customer’s account, the
cumulative mark-to-the-market gain or loss on open positions is known as open trade
equity.
1.60 Options premiums payments. Although FCMs and other commodity entities mark
their open options positions to market at the end of each day, clearing organizations do
not mark to market their members’ open options positions on the daily trade listings or
open position reports provided to clearing members, or as part of any variation settlement
for open commodity positions. Instead, for options traded during each trading day, clearing organizations compute the net options premium payable to or receivable from each
clearing member. The clearing organizations then give that information to each clearing
member as part of the clearing sheets or summaries distributed to them. The net options
premium payable to or receivable from a clearing member by a clearing organization for
options trades executed and cleared during a trading day are transferred between the member’s and clearing organization’s bank accounts along with the daily variation settlement on
the member’s futures trades and futures and options positions for the day.
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1.61 Deliveries. Although the vast majority of open futures contracts are closed out by
offsetting futures trades, a few open futures contracts are held by their owners for the delivery of the underlying cash commodity. Clearing organizations do not make or take delivery of commodities. However, clearing organizations generally have established
procedures for requiring persons holding expired short futures contracts to make delivery
and requiring persons holding expired long futures contracts to take or accept delivery.
Delivery procedures vary among clearing organizations.

Regulatory Overview
1.62 The CFTC is the agency of the federal government that regulates the commodity
futures industry in the United States and trading by U.S.-located customers on non-U.S.
markets. The primary enabling legislation is the CEAct. CFTC regulations generally require persons acting as an FCM, IB, CPO, CTA, AP, floor broker, or floor trader to be registered with the CFTC. To achieve the regulatory objectives of the CEAct, the CFTC
depends largely on the industry’s SROs. The SROs are the various commodity exchanges
and the NFA. Each FCM that is a member of more than one exchange has a designated
self-regulatory organization (DSRO) that is responsible for regulatory oversight of that
firm.
1.63 The CFTC’s Division of Clearing and Intermediary Oversight (formerly the Division of Trading and Markets) oversees the compliance activities of U.S. commodity futures
and options exchanges, clearing organizations, and the NFA, and responds to requests for
interpretation. The CFTC has delegated responsibility to the NFA for fitness screening,
testing, and registering individuals and commodity entities. Although the NFA processes
the registrations, the entities are still deemed to be registered with the CFTC. NFA members are not permitted to deal with any person who is required to be registered with the
CFTC unless that person is also a member of the NFA. Floor brokers and floor traders are
also required to be registered with the CFTC, but are not required to be members of the
NFA.
1.64 CFTC regulations require the industry’s SROs to establish and enforce their rules
in the following areas:
Maintenance of the standard quantity, quality, and terms of delivery of futures
contracts
Maintenance of standards for warehouses and warehouse receipts
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Surveillance of market activity and trading practices for indications of possible
congestion or other market situations conducive to possible price distortion or
manipulation
Investigation of customer complaints against members or members’ employees, including provisions for complaint settlement through arbitration
Establishment and enforcement of minimum financial standards and related reporting and recordkeeping requirements for its members, including anti-money
laundering rules and consumer privacy requirements
Access and examination by SRO staff of the books and records prepared and kept
by exchange members
Maintenance of prompt and effective disciplinary and corrective actions for violations by SRO members of SRO rules
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Chapter 2

Commodity Entity Functions,
Books, and Records
Introduction
Overview
2.01 This chapter discusses the flow of commodities transactions, whether manual or
automated, and the common departments and records within a futures commission merchant (FCM)/introducing broker (IB). The primary focus of this chapter is on the functions, books, and records of FCMs and IBs. The functions, books, and records of
commodity pools are discussed in chapter 8, “Commodity Pools,” of this practice aid.
2.02 The accounting systems used by an FCM/IB to account for commodity transactions vary depending on the size of the FCM/IB, the nature and volume of its transactions,
and the needs of its management and customers. These systems range from manually prepared records, usually limited to IBs and very small FCMs, to sophisticated electronic data
processing (IT) systems. Some entities have acquired their own IT equipment, while other
entities use computer service bureaus or other FCMs to generate their records through facilities management arrangements.
2.03 In addition, external service sources, such as market valuation services and bookkeeping service bureaus, provide information incorporated into the automated recordkeeping system.
2.04 An FCM/IB’s books and records must conform to all the Commodity Futures
Trading Commission (CFTC) and other regulatory guidelines. The books and records
prepared and maintained by an FCM/IB depend on the nature of the FCM/IB’s operations. For example, an FCM’s books and records will provide for the accounting and control of customer regulated, unregulated, and proprietary funds and collateral; firm asset,
liability, capital, income, and expense accounts; and the commodity futures and options
on futures contracts executed for customers and the firm. In comparison, an IB’s operations are more limited as a result of prohibitions on holding customer funds. Accordingly,
an IB’s books and records will consist only of various journals and general ledger accounts
and copies of proprietary trading account statements issued by and received from FCMs.
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2.05 The general presumption of the CFTC’s regulations for financial recordkeeping is
that the financial accounting records should have accounting integrity, be balanced, have
an appropriate audit trail, and be posted currently. This generally means that financial and
regulatory computations can be made promptly and accurately using those records. In addition, if applicable, Sarbanes-Oxley Rule 404 compliance adds greater levels of assurance
of controls on financial accounting.
2.06 If an FCM or IB fails at any time to make or keep current the books and records required by the CFTC’s regulations, the FCM or IB is required by CFTC Regulation 1.12c
to give facsimile notice of this event to the CFTC and the firm’s designated self-regulatory
organization (DSRO) on the day the event occurs. Within 48 hours after giving facsimile
notice, the FCM/IB must file a written report with the CFTC and its DSRO stating what
steps have been and are being taken to correct the situation.

Original Entry Journals
2.07 Original source (trade) data is recorded onto original entry journals. These journals, which are often called blotters, contain the following:
An itemized daily trade listing recording the details for all commodity futures and
options on futures trades executed by the FCM, either on commodity futures and
options on futures exchanges or through another FCM, during each business day
A daily listing of trades executed during the business day that resulted in the closing purchase and sale (P&S) of an open futures or options on futures position in
trading accounts carried by the FCM
Cash receipts and disbursements
Investments of proprietary and customers’ funds
Receipts and returns or other dispositions of customer-owned securities and
collateral
Other debits and credits, such as the listings of floor brokerage receivables or
payables, commissions earned or owed, clearing fees payable, interest earned on investments, trade adjustments or corrections, margins deposited with or returned by
exchange clearing organizations or other FCMs, and daily cash settlements with exchange clearing organizations
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2.08 An FCM’s daily trade listing or similar record should generally indicate the following for each commodity future and option trade executed by the FCM on a particular
business day:
The number of contracts purchased or sold
The particular commodity and contract future (commodity, month, year) of the
contract(s)
For futures trades, the trade price of the transaction and whether the contracts
traded are long (purchased) or short (sold)
For options on futures trades, the premium paid or received on the trade, the type
(long or short, put or call) and strike price of the option entered into, the underlying futures contract, and the option expiration date
The accounts for which the trades were executed
For trades cleared by the FCM, the identity of the floor broker or floor trader executing the trade and the identity of the opposing broker or trader to the transaction
Other pertinent details, including the time bracket, origin, customer account number, and character (speculative or hedge) of the trade

Open Position Report (Point Balance) and Settlement Accounts
2.09 FCMs also must maintain a statement commonly known as an open position report or a point balance. This report marks-to-market, that is, to exchange closing or settlement prices, all open commodity futures and options on futures positions in customers’
accounts carried on the books of the FCM.
2.10 The open position report typically groups the open futures and options on futures
positions by the following, with price and net change in value added:
Individual exchange or carrying broker at which the position is held
Section 4d(a)(2) customer, Part 30, Foreign Futures and Foreign Options Transactions, customer, or house proprietary positions
Particular commodity future
Particular commodity option
Long or short position
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2.11 The open position report typically will show for each future and option the settlement price for the contract as of the close of the business day and use the settlement price
to mark each open position to market. The sum of these computations represents the
FCM’s net amounts due to or from the owners of the trading accounts it carries for open
trade equity on open futures positions and the market values on open options on futures
positions held in the accounts as of the close of the business day. An FCM computes its
total open trade equity and long and short options on futures values separately for customer and house accounts and for futures and options on futures positions.
2.12 As of the close of each business day, an FCM reconciles its open futures and options on futures positions shown on the open position report to a listing of its open positions shown on reports received from clearing organizations and statements received from
carrying brokers. An FCM also reconciles daily the total open trade equity on futures and
the total market values of long and short options-on-futures in customer and proprietary
accounts to the market values of the FCM’s open futures and options on futures positions
shown on open positions listings received from exchange clearing organizations and account statements received from carrying brokers.

Cash or Physical Spot Commodities
2.13 Cash or physical spot commodities are usually represented by negotiable warehouse
receipts held by the FCM/IB for its own account or, for an FCM, for the accounts of particular customers. Control and monitoring activities associated with the collateral safekeeping function typically include the following:
Reconciling, typically daily but at least monthly, customer and noncustomer
owned securities pledged at clearing agents with internal records and custodian
records
Maintaining an aging of uncleared reconciling items
Marking collateral to market daily, and, if a deficit exists, obtaining additional collateral on a timely basis as appropriate from the counterparty
Maintaining controls over proper location and transfers between customer and
noncustomer, segregated and secured accounts, and speculative versus hedge
For nonelectronic warehouse receipts, selecting appropriate warehouse facilities,
such as those facilities that are secure, bonded, and exchange approved
Periodically examining and confirming warehouse receipts on hand
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Reconciling warehouse receipts and commodities on hand and in electronic form
(such as through eCops system) to books and records
Endorsing nonelectronic warehouse receipts on hand in favor of the FCM/IB or
customer
Segregating customer-owned collateral and assets from firm or noncustomer
collateral
2.14 An FCM/IB usually maintains this information in a physical commodities inventory record. For customer-owned cash commodities, the inventory record generally suggests ownership of the commodity by customer name and account number. Broker-dealers
are required to perform a quarterly securities count as required by Securities and Exchange
Commission rule 240.17-a13.
2.15 CFTC Regulation 1.33a requires that FCMs promptly furnish a statement containing the information required in the rule to each customer as of the close of the last
business day of each month or as of any regular monthly date selected. Exception is made
for accounts in which neither open positions at the end of the statement period nor any
changes to the account balance since the prior statement period exist. However, a statement must be sent no less than once every three months.

General Ledger
2.16 FCM/IBs maintain general ledgers reflecting their assets, liabilities, revenue, expenses, and capital accounts. The general ledger and related subsidiary ledgers (commonly
called daily bookkeeping ledgers) provide details relating to all asset, liability, revenue, expense, and capital accounts and, if summarized, enable the FCM/IB to prepare a trial balance that, in turn, is used in preparing financial statements showing the FCM/IB’s
financial position, results of operations, and cash flows. FCMs use their general ledger,
bookkeeping, daily balancing reconciliations, and daily cash journals to prepare their segregation computations and, for FCMs and IBs that are also securities broker-dealers, their
reserve requirement computations. FCMs and IBs may use their balance sheets as a source
to prepare their net capital computation.

Regulatory Recordkeeping Requirements
2.17 Many books and records kept by an FCM/IB are designed and maintained for the
FCM/IB’s own informational and management reporting needs, as well as to satisfy and
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comply with the recordkeeping requirements of commodities exchanges and other regulatory bodies.
2.18 The basic requirements for preparing and maintaining books and records
for FCMs and IBs are described in CFTC Regulations 1.18, Records for and relating to
financial reporting and monthly computation by futures commission merchants and introducing brokers, and 1.35, Records of cash commodity, futures, and option transactions. FCMs are
also subject to additional regulations that establish the recordkeeping requirements for
customers’ funds and commodities transactions handled by FCMs. Specifically, CFTC
Regulations 1.20, Customer funds to be segregated and separately accounted for, through
1.27, Record of investments, set forth the recordkeeping requirements for customer funds
required to be segregated under Section 4d(a)(2) of the Commodity Exchange Act
(CEAct), while CFTC Regulation 30.7, Treatment of foreign futures or foreign options secured amount, describes the recordkeeping requirements for the accounts and funds of
U.S.-based customers trading futures and options on futures contracts offered on foreign
boards of trade.
2.19 CFTC regulations require FCMs and IBs to keep full, complete, and systematic
records, with all pertinent data and memoranda, of all transactions relating to their business dealings in commodity futures, commodity options-on-futures, and cash commodities. Furthermore, CFTC Regulation 1.31, Books and records; keeping and inspection,
requires an FCM or IB to keep all books and records that are required to be prepared and
maintained by the CEAct and the CFTC’s regulations for five years from the date of the
record and to have such books and records readily accessible during the first two years of
the five-year period.
2.20 Pursuant to CFTC Regulation 1.18, each FCM or IB must prepare and keep current ledgers or other similar records that show or summarize, with appropriate references
to supporting documents, each transaction affecting its asset, liability, and capital accounts. From these records, the FCM or independent IB must prepare, as of the close of
business each month, a formal computation of its minimum financial requirements under
CFTC Regulation 1.17, Minimum financial requirements for futures commission merchants
and introducing brokers, or the rules of the FCM’s or IB’s DSRO. All such records, including the formal computations of minimum financial requirements, must be kept in
accordance with CFTC Regulation 1.31.
2.21 The National Futures Association (NFA) and most commodity futures and options
on futures exchanges also have rules and regulations that prescribe certain books and
records and recordkeeping standards that their members must keep and satisfy. Depending
on the needs of the individual FCM/IB’s business, situations may occur that warrant the
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maintenance of certain additional records not specifically required under the rules of the
various regulatory bodies.
2.22 The CFTC requires an FCM to make and maintain, pursuant to Regulation 1.31,
records showing the following computations:
Regulation 1.32, Segregated account; daily computation and record, a daily computation of the total amount of funds required to be segregated for customers under
Section 4d(a)(2) of the CEAct and the CFTC’s Regulation 1.20, the total amount
of funds on deposit in segregated accounts for such customers, and the total
amount of the FCM’s residual interest in such customer funds (excess funds in segregation). (Separate segregation statements are required for customers transacting
business on U.S. domestic exchanges with settlement denominated in a foreign
currency. A separate segregation is required for each foreign currency.)
Regulation 30.7, a daily computation of the total amount of funds required to be
set aside in separate accounts for U.S.-based customers trading foreign commodity
futures and options-on-futures (the secured amount), the total amount of funds on
deposit in separate Part 30 accounts (set-aside funds), and the amount of the
FCM’s residual interest in such funds. (However, the rule allows the FCM to elect
to commingle the assets of U.S. and foreign customers, if segregation is provided
for all.)
Regulation 1.18, and pursuant to Regulation 1.17, a computation, as of the close
of business each month, of the FCM/IB’s adjusted net capital and its minimum
capital requirement.

Books and Records
Records Required
2.23 Some accounting records that FCMs and IBs typically prepare and maintain, as required, would include the following:
Cash receipts and disbursements journals, trade journals, and other journals
General ledgers and subsidiary ledgers, including the customer equity and margin
status report (equity run) for each business day, showing for each account carried
by the FCM the ledger balance, futures open trade equity, option value, and the
margin value of securities or other collateral in the account
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Adjusting or correcting entries to general ledger or subsidiary ledger accounts
Bank account statements, cleared and canceled checks, deposit slips or tickets, and
wire transfer advices
Financial ledger records showing separately for each commodity customer all
charges and credits in the customer’s account
Contract ledger records showing the following separately for each commodity customer and proprietary trading account carried: all futures transactions and all commodity option transactions executed for the account
Detailed records of customer-owned securities and collateral received from or purchased for particular customers to margin, purchase, guarantee, or secure their
commodity futures or options on futures transactions
Detailed records for investments of customer funds
Time-stamped trade orders (filled, unfilled, and canceled) that identify the trading
accounts for which ordered trades were to have been executed, the order number,
the time the order was received by the FCM, and the time the order was transmitted to the exchange floor or carrying broker for execution
Trading cards for trades executed by the FCM on the floor of commodity futures
and options on futures exchanges
Daily trade listings showing all trades executed by the FCM on commodity exchanges or by clearing brokers for the FCM’s accounts, as reflected in the FCM’s
account record
Daily trade registers prepared by and received from each commodity exchange
clearing organization, of which the FCM is a clearing member, that show all trades
cleared by the clearing organization for the FCM’s customer and house accounts
during the business day
Daily unmatched trade reports from exchange clearing organizations listing all
trades executed by the FCM for the current and prior trading days that have not
cleared because of discrepancies between the trades as reported by the FCM and as
reported by the opposite brokers to the trades
Variation and original margin recap or clearing sheets showing the daily settlement
pay or collect with the commodity exchange of which the FCM is a clearing member and the FCM’s margin deposits with each such exchange clearing organization
All account statements received from other FCMs or brokers for accounts maintained by the FCM at these other entities

26

Copies of confirmations sent to each customer in accordance with CFTC Regulation 1.33, Monthly and confirmation statements, for futures and options on futures
transactions executed for the customer’s account for each business day
Copies of P&S statements sent to customers showing separately for each customer’s
account the realized profit or loss on positions closed by offsetting transactions
Copies of monthly activity account statements sent to customers
Daily open position reports (point balances), which accrue or bring to the official
closing price or settlement price fixed by each exchange or clearing organization all
open futures and options on futures contracts carried by the FCM as of the close of
business of the trading day
The FCM’s daily reconciliations of positions and money at correspondent brokers
and clearing organizations
Periodic reconciliations of nonsegregated or secured balances for the FCM’s
accounts at banks
Daily listings of undermargined accounts
Daily listings of trading accounts having net balances that liquidate to a debit or
deficit amount
Customer account information and agreement records for each commodity futures
and options on futures customer account carried
Daily margin call listing with appropriate aging
Daily commission flash report
2.24 The use of IT systems by an FCM or IB is, in most cases, central and essential to an
FCM’s or IB’s operations and business activities. FCMs and IBs use data processing
systems extensively and rely on these systems to
maintain and keep current their general ledger and subsidiary ledger accounts;
record trades and other transactions occurring in firm-owned and customer trading
accounts;
reconcile trades executed by or on behalf of the firm with statements and reports
received from exchange clearing organizations and other FCMs or IBs; and
provide information and data summaries for analytical, management, and control
purposes.
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Introducing Brokers’ Books and Records
2.25 The recordkeeping requirements and procedures for IBs are typically less complex
than those for FCMs. This is because IBs are prohibited by CFTC Regulation 1.57, Operations and activities of introducing brokers, from carrying any commodity futures or options
on futures accounts and from accepting any money, securities, or other collateral to margin, guarantee, or secure any commodity futures or options on futures trades or positions
of customers and noncustomers. IBs may, however, trade for their own accounts.
2.26 CFTC Regulation 1.57 requires IBs to introduce customers on a fully disclosed
basis to a carrying FCM. Furthermore, IBs are required to transmit promptly for execution all customers’ futures and options on futures trade orders to a carrying FCM, and to
keep complete and current records of their handling of customers’ trade orders.
2.27 An IB must also prepare and keep current ledgers, or other similar records, that
show or summarize, with appropriate references to supporting documents, each transaction affecting the IB’s asset, liability, income, expense, and capital accounts. Regulatory
authorities require an independent IB to compute, as of the close of each month, its adjusted net capital and minimum financial requirements, and to prepare and file periodic financial statements based on balances shown by its books and records. In addition, CFTC
Regulation 1.37, Customer’s or option customer’s name, address, and occupation recorded;
record of guarantor or controller of account, also requires IBs to keep customer account
information records.
2.28 Accurate and complete recording of the details of each trade is required for an
FCM’s operations and internal control. FCMs use data concerning prior- and current-day
trades to compute the equity in customer, house, and proprietary trading accounts and to
compute the margin required in each such account. The accuracy of trade data is also important in the clearance of trades executed by the FCM at commodity exchanges, in the
reconciliation of open futures and options on futures positions, and in the computation
and reconciliation of amounts receivable from or payable to clearing organizations and the
FCM’s carrying brokers.
2.29 An FCM’s or IB’s IT generally includes accounting systems and futures recordkeeping systems. Futures recordkeeping systems may be in-house systems or a subscribed
service provided by an outside vendor. Futures recordkeeping systems are used to process
and record futures and options on futures trades, generate trade confirmation statements
to customers, and provide management reports.
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Separate Accounting for Customer Transactions
2.30 The CEAct and CFTC regulations require an FCM to separately account for and
segregate the funds of its customers trading futures and options-on-futures from funds
held in other accounts. The classes of segregation required by regulation are the following:
U.S. markets—Section 4d(a)(2) of the CEAct
Non-U.S. markets—Part 30 of the CFTC’s regulations
Dealer options on futures—Part 32, Regulation of Commodity Option Transactions, of the CFTC’s regulations
Leveraged transaction merchants—Part 31, Leverage Transactions, of the CFTC’s
regulations

Customer-Owned Collateral
2.31 CFTC Regulation 1.36, Record of securities and property received from customers and
option customers, requires each FCM to maintain a record of all collateral received from or
purchased for customers to margin, purchase, guarantee, or secure those customers’ commodity futures or options on futures transactions. An FCM’s record for customer-owned
securities must show the following separately for each customer:
A description of the collateral received
The name and address of the customer owning each piece of collateral deposited
with the FCM
The dates when the collateral was received
The identity of depositories where the collateral is segregated
The dates of deposits and withdrawals of the collateral from depositories
The dates of return or other disposition of the collateral to each customer with the
facts and circumstances of such other disposition
2.32 No entry is required to be made in an FCM’s general ledger for securities or collateral owned by an FCM’s customers. Nevertheless, some FCMs establish memoranda accounts to control customer-owned securities and collateral held by the FCM.

29

Investments of Customers’ Funds
2.33 CFTC Regulation 1.25, Investment of customer funds, restricts an FCM’s investment of customer-segregated assets to certain permissible investments (see chapter 3 paragraph 3.57 for further discussion). Pursuant to CFTC Regulation 1.27, an FCM must
keep a complete and detailed record for each such investment including the following:
a. The date on which the investment was made.
b. The name of the person through whom the investment was made.
c. The amount of money or current value of securities invested.
d. A description of the instruments in which the investment was made, including
the Committee on Uniform Securities Identification Procedures or International
Securities Identification numbers.
e. The identity of the depositories or other places where such instruments are
segregated.
f. The date on which the investment was liquidated or otherwise disposed of and the
amount of money or current value of securities received from the liquidation or
disposition, if any.
g. The name of the person to or through whom the investment was disposed of.
h. The daily valuation for each instrument and readily available documentation supporting the daily valuation for each instrument. Such supporting documentation
must be sufficient to enable auditors to verify the valuations and the accuracy of
any information from external sources used in those valuations.
2.34 CFTC Regulation 1.29, Increment or interest resulting from investment of customer
funds, allows an FCM to retain any increment or interest resulting from investments of
customer-segregated funds.

Margining of Trading Accounts
2.35 A customer must provide the FCM carrying the customer’s account with assets sufficient to cover the initial margin required for the size and nature of the intended commodity futures or options on futures positions to be held. The kinds of assets permissible
to meet margin requirements vary by exchange, but all exchanges accept U.S. dollars, U.S.
government securities, certain U.S. government agency securities, and common stock of
nonfinancial institutions. A customer may also deposit any other collateral acceptable to
both the FCM and the exchange on which the futures or options on futures contracts are
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traded (for example, a letter of credit). The Joint Audit Committee Margin Handbook
(available at www.wjammer.com/jac/handbook/index.htm) denotes the acceptable form of
collateral for U.S. domestic exchanges.
2.36 In performing its responsibilities, an FCM’s margin department reviews and monitors the trading accounts carried by the FCM at least daily to ensure that the accounts are
margined properly according to the appropriate exchanges’ and the FCM’s margin
requirements. The margin department implements safeguards for the FCM by the
following:
Computing and reviewing the margining of trading accounts carried by the FCM
Making required calls for additional margin and enforcing the FCM’s procedures
and policies pertaining to margin collection
Reviewing the activity in trading accounts to ensure that the trading undertaken
complies with the FCM’s policies for the accounts
2.37 Records prepared and reviewed by the margin department, and retained by the
FCM include the following:
A daily listing of undermargined accounts
The reconciliation of trading activity to ensure proper consideration is given to adjustments not yet posted to the customers’ accounts
A daily listing of calls made to customers by the FCM for additional margin
A daily listing of outstanding or unpaid margin calls made to customers, which
ages the calls according to number of days outstanding
2.38 CFTC Regulation 1.17c-5-viii and 1.17c-5-ix requires an FCM, in computing its
adjusted net capital, to deduct from net capital the amount of margin calls that fail to satisfy margin requirements within the required time. The number of days the calls are outstanding is essential information in computing the required deduction from net capital for
undermargined accounts (that is, using a three-day analysis period for customers and a
two-day period for noncustomers and omnibus accounts).

Margining of Omnibus Accounts
2.39 CFTC Regulation 1.58, Gross collection of exchange-set margins, requires an FCM
carrying an omnibus account for another FCM to margin the open futures and options on
futures positions in the omnibus account on a gross position basis; that is, one FCM’s
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omnibus account maintained at another FCM must have sufficient equity in the account
to satisfy the margin required for the aggregate of all the underlying customers’ accounts.
The margin required by the carrying FCM for each position in the omnibus account must
be at least equal to the margin required for each position by the rules of the commodity
exchange on which the contracts are traded.
2.40 Open positions in an omnibus account may be offset or closed out either on a firstin first-out (FIFO) or net basis or on an instruct (gross) basis. If open positions are closed
out using the FIFO method, the FCM carrying the omnibus account will close out the
oldest open positions against new offsetting trades. In order for the carrying FCM to calculate the gross margin required in the omnibus account, the FCM owning the account
must report daily the gross open positions on its books for the account to the FCM carrying the omnibus account when the FIFO or net method for P&S is used.
2.41 Open positions in some omnibus accounts are closed out using the instruct
method. Under the instruct method, the FCM owning the omnibus account specifically
instructs the FCM carrying the account to close out specific open positions. The P&S so
instructed in the omnibus account corresponds precisely to the open positions and trades
closed out in the books and trading accounts at the FCM owning the account; however,
these trades are recorded by the carrying FCM on a one-day lag. Under the instruct
method, both the FCM owning the account and the FCM carrying the account will reconcile open futures and options on futures positions for the omnibus account that are
identical as to contract quantities, trade dates, and trade prices.

Cross Margining of Market-Maker Accounts
2.42 Some trading accounts at FCMs are owned by market makers or institutional investors that, for example, trade equity options in securities markets and hedge their risk
with equity index futures and options on equity index futures traded on commodity exchanges. Those accounts, when designated as cross-margin accounts, may be permitted by
exchange clearing organizations to cross-margin the positions held in both markets.
2.43 Cross margining allows an eligible trader to reduce his or her margin requirements
by calculating a single margin requirement on all equity index futures, options on equity
index futures, and equity options contracts in the trader’s commodity and stock cross-margin accounts as if they were carried in a single portfolio. The use of cross margining also
permits an eligible trader to use the equity from profitable trading on one market to cover
trading losses on the other market. Portfolio margining allows margin to be determined by
the net risk associated within the portfolio. It is more efficient as the margin requirement
is based on the risk to the portfolio as a whole.
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2.44 FCMs must separately account for funds of customers who participate in cross
margining separately from other commodity customers and segregate funds for those customers. Separate accounting and segregation records are needed for cross-margining accounts so that such trading activity does not endanger the funds of customers who do not
cross-margin their positions.

Securities and Other Transactions
2.45 The auditor should understand and be familiar with the various transactions and
other events that affect an FCM’s operations and financial position. Illustrations of a number of typical journal entries for FCM transactions are presented in exhibit 2.1. For guidance concerning the recordkeeping for currencies, financial instruments, and other
securities transactions, see the AICPA Audit and Accounting Guide Brokers and Dealers in
Securities.

Trade Date Versus Settlement Date Accounting
2.46 Commodity futures and options on futures transactions are recorded as of the trade
date, that is, the date on which the transaction is executed on the floor of a commodity exchange. In contrast, customer transactions in cash commodities and currencies are
recorded as of the settlement date (the date cash payment is made) and forward transactions are normally recorded only on a memorandum basis. (For additional discussion on
trade date versus settlement date accounting, see chapter 7, “Accounting Guidance,” of
this practice aid and the AICPA Audit and Accounting Guide Brokers and Dealers in
Securities.

Trade Order Processing
Trade Orders and Order Tickets
2.47 Customer orders received by an FCM for commodity futures and options on futures trades are typically initiated by customers contacting an account executive or other
associated person at the FCM carrying the customers’ trading accounts. However, it is becoming more common for large customers to have “direct to floor” or electronic access. In
placing orders, customers will specify the number of futures contracts or options-on-futures on a particular underlying commodity that are to be executed for the customers’
trading accounts. Orders may request that a trade be executed at either a stated trade price
or the best available market price. Upon receiving a trade order, the customer’s account executive at the FCM writes all necessary information regarding the order on an order ticket.
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Electronic orders, by their nature, eliminate the order ticket as they create their own
“e-ticket” or electronic record of the transaction.
2.48 An order ticket or electronic order is an FCM’s or IB’s record of a customer’s instructions. CFTC Regulation 1.35a-1 requires FCMs and IBs to maintain each order received for the purchase or sale of commodity futures or options-on-futures. The order
ticket must show the terms and conditions of the order and any modification or cancellation. Trade orders received and processed by an FCM for an account pursuant to discretionary powers over the account granted to a third party must be designated as
discretionary orders; most exchanges also require that the trade be approved by the FCM’s
management.
2.49 Pursuant to CFTC Regulation 1.35a-1, an FCM’s or IB’s paper order tickets or
electronic orders for customers’ commodity futures and options on futures trade orders received by the FCM or IB must show, as applicable, the following:
The customer account for which the order is to be executed
The FCM’s or IB’s number for the order
The specific commodity futures or option contracts to be bought or sold
The number of contracts to be bought or sold
The price at which the order is to be executed or filled, if specified by the customer
By time-stamp, or other timing device, the date and time to the nearest minute the
order was received
For options on futures orders, by time-stamp, or other timing device, the date and
time to the nearest minute that the option order was transmitted by the FCM to an
exchange floor or carrying-broker FCM for execution
2.50 After recording an order on a ticket, the account executive sends the order ticket to
the FCM’s order room or desk or directly to the floor. The order room or desk then sends
the order to the FCM’s staff on the trading floor of the particular exchange where the futures or options on futures contracts ordered are traded, or to the carrying broker for execution for the FCM’s omnibus account at the carrying broker.

Trade Execution and Trade Cards
2.51 When a nonelectronic order reaches the floor of the appropriate exchange, a floor
clerk employed by the FCM records the order by writing the order on a trade ticket. Once
completed, the trade ticket must show the same information as the trade order received by
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the FCM or IB and must record by time-stamp, or other timing device, the date and time
to the nearest minute the order was received on the floor of the exchange.
2.52 After recording the order on a trade ticket, the floor clerk then gives the order to
another clerk, known as a runner, who takes the order to one of the FCM’s floor brokers
in the trading pit where the ordered contract is traded. In the absence of runners, floor
clerks will “flash” orders to brokers, providing all necessary information. Upon receipt of
the order, the floor broker will attempt to execute or fill the customer’s order by open outcry on the exchange trading floor.
2.53 For every trade executed on the floor of a commodity futures and options on futures exchange, the floor broker executing the trade must record the trade in writing,
typically on a trade card. The floor broker’s completed trade card for the executed trade
must satisfy the requirements of CFTC Regulation 1.35a-4 and show the following:
The trading account, usually identified by account numbers, at the FCM for which
the trade was executed
If the trade was for a customer’s order, the FCM’s number for the order
The specific commodity futures or option contracts traded or entered into
The number of contracts bought or sold
The trade price of the futures contracts traded or, for options on futures contracts,
the premium for the options-on-futures bought or sold
The floor trader or floor broker who was opposite the trade and with whom the
trade was transacted
By time-stamp, or other timing device, the date and time to the nearest minute the
trade order was executed
2.54 On execution of the trade, the floor broker records all required information regarding the trade on a trading card, and notifies the FCM’s floor clerk of the executed trade.
The floor clerk then relays the trade information to the FCM’s order desk, which in turn
informs the customer’s account executive of the filled order. The account executive usually
then notifies the customer of the completed transaction. This process is specific to a manual order. Electronic orders provide the various levels of notification directly to the floor as
well as the front end user without human intervention.
2.55 A customer’s order is to be processed and filled as soon as possible after its receipt
by the FCM. If the order could not be filled because of the parameters of the order or current market conditions, such as the market being locked, limit-up or limit-down, the floor
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clerk will inform the customer’s account executive and the account executive in turn will
inform the customer of the situation. Specific regulations exist that address the priority of
execution of competing customer and noncustomer trades.

Processing Executed Trades
2.56 CFTC Regulation 1.35a-1-4 and commodity exchange rules require floor brokers
and floor traders to submit to exchange or exchange clearing personnel their trading cards
for executed trades by specified times after the trades are executed. In practice, however,
floor brokers and floor traders usually submit their trading cards at specified times during
the trading day to designated personnel of the FCMs clearing their trades. After an FCM
receives the trading cards of its floor brokers and floor traders, the FCM simultaneously
enters the trade data recorded on the cards into the FCM’s bookkeeping system and into
the exchange clearing organization’s system for trade matching and settlement.
2.57 Using the trade data entered into the FCM’s bookkeeping system, the FCM’s
records for the customer and proprietary trading accounts it carries are updated to reflect
the transactions executed during the day. Also from the trade data, the FCM’s bookkeeping system generates confirmations of trades executed, P&S statements, and statements
showing trading account status and activity for the day. At month-end, the FCM’s bookkeeping system generates a monthly activity statement for each trading account carried by
the FCM. The FCM sends these statements to the owners of the trading accounts and
retains copies of the statements for its own records.
2.58 In addition to account and activity statements, the FCM’s bookkeeping system
compiles and lists for the FCM’s use all trades executed or entered into by the FCM during the current trading day by generating a daily trade listing, and all open futures and options on futures positions as of the close of the current day in a daily open position report.
2.59 Similarly, each exchange clearing organization processes the trade information submitted for trades executed by the FCM to generate and provide to the FCM a daily listing
of trades cleared during the current trading day and, on a daily basis, a summary of the
FCM’s open futures and options on futures positions as of the close of the trading day.
Clearing organizations also use the trade data to identify and list for each clearing FCM
trades that were submitted for clearing, but that are unmatched and did not clear because
of discrepancies in the trade information submitted by the executing and opposite floor
brokers or floor traders to the trades.

36

Give-Up Trades
2.60 Give-up trades, called give-ups, are trades that are executed by one broker and
carried by another broker.
2.61 Commodity exchanges differ in their treatment and processing of give-ups. Either
the executing broker or the carrying broker may clear the trade, depending on the procedures of the particular exchange on which the trade was executed.
2.62 An FCM usually limits its give-up business to well-capitalized customers of commodity trading advisors (CTAs) known to the FCM. Give-ups enable institutional or
other large traders to have more confidentiality and achieve better fills on trade orders by
using several brokers at different firms to execute their trades, while having a single, centralized broker carry the trades. Give-ups also enable commodity pool operators (CPOs)
and CTAs to use one centralized broker for trade executions for multiple customers, while
having the positions carried by several other FCMs.
2.63 Three-party (tri-party) agreements typically govern the execution and clearance of
give-up trades entered into by the customer, the executing FCM, and the carrying FCM.
If trade orders are submitted to the executing firm by a CPO or CTA, the CPO or CTA
may also be a party to the give-up agreement.
2.64 The Futures Industry Association (FIA) has designed a uniform give-up agreement
for use by its members, but FIA members are not obligated to use the agreement. Customers, executing FCMs, and carrying FCMs frequently enter into agreements designed
to meet their specific needs and preferences. Neither the CFTC nor the NFA has any
specific rules for formal give-up agreements.
2.65 Because the carrying FCM is usually unaware of a customer’s give-up trade until
after the trade is executed, an FCM’s recordkeeping for give-ups may at times be complicated. For example, if the carrying FCM refuses to accept and carry a give-up, the executing FCM may have to assume responsibility for the trade and carry the trade on its books.
2.66 One issue related to customer give-up trades is whether a trade that a carrying
FCM does not accept should be carried on the executing FCM’s books as a house trade or
as a customer trade required to be segregated. The CFTC’s Division of Clearing and Intermediary Oversight (formerly known as the Division of Trading and Markets) believes that,
usually, the trade should be carried as a house trade, subject to proprietary haircuts. Classification of the trade as proprietary would prevent any losses on the unaccepted trade
from adversely affecting customer segregated funds at the executing FCM, and may be
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appropriate if the customer has not opened a trading account on the books of the executing FCM.
2.67 Another complication in an FCM’s recordkeeping for a give-up involves the executing FCM’s allocation of the trade among customer accounts. A typical reason for a carrying FCM’s refusal to accept a give-up is the executing FCM’s incorrect allocation of the
trade. Usually, the executing FCM and the carrying FCM will be able to resolve the situation and make the correct allocation.
2.68 To facilitate the processing and clearance of give-ups, the exchanges currently use
what is known as the CME portal in North America. Other electronic systems globally include the Sydney Futures exchange, and the FIA Electronic Give-Up Agreement System
(EGUS).
2.69 EGUS is the result of a multi-year project to introduce efficiencies into the give-up
process. The system provides a global web-based solution for executing and storing the
uniform standard give-up agreement. The first phase went live in February 2007 and provides all parties to the give-up agreement the opportunity to execute all variations of the
agreement online. The second phase provides firms with the ability to download information contained in the give-up agreements into their computer systems.

Customer Account Records
Customer Account Files
2.70 FCMs and IBs maintain information on customers and prospective customers to
make decisions regarding their accounts including the acceptance of new accounts, creditworthiness, margin levels, and position limits. FCMs and IBs keep the following information, documents, or records in customer account folders:
The formal account agreement form along with any other signed agreements
between the account owner and the FCM or IB
Signature cards
Documents authorizing trading, transfer, or other transactions in or for the
account
Risk and other disclosure acknowledgments received from the account owner as
required by the CFTC and other regulatory bodies
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Other agreements and documents depending on the kind of account opened, such
as subordination agreements, hedge letters, and NFA Rule 2-30 information
2.71 CFTC Regulation 1.37 requires each FCM and IB to keep, in permanent form, a
record that shows the following for each commodity futures or option account carried by
the FCM or introduced by the IB:
The true name and address of the person for whom the account is carried or
introduced
The principal occupation or business of the person for whom the account is carried
or introduced
The name of any other person guaranteeing the account
The name of any other person exercising any trading or other control over the
account
For each commodity option account, the name of the person who solicited and
is responsible for the account and designation whether the account is carried for
commercial or noncommercial purposes
2.72 This information is kept on file by the FCM or IB in its customer account agreement folders or on optical disk storage for the accounts carried or introduced.

Trading Account Ledgers
2.73 CFTC Regulation 1.35b requires FCMs and IBs to maintain a ledger account or
other record that shows separately all charges against and credits to the customers’ futures
or options on futures trading accounts for each commodity futures or options on futures
customer. Such records should also show separately for each customer all funds deposited,
withdrawn, or transferred by the customer, all charges and credits resulting from gains or
losses on closed futures or options on futures transactions, the details of the record of all
commodity futures and options on futures trades executed for the account, all premiums
charged or credited to the account, and all commissions and fees charged. Accordingly, an
FCM’s records or bookkeeping system must provide a separate ledger for each customer
account carried by the FCM. Each customer’s account ledger must show the following:
Details for all futures contracts and options on futures contracts executed for the
account, including the date, price, quantity, commodity, and delivery month, and,
for each option trade, whether long or short, a put or call, the premium credited or
charged, the strike price, and expiration date
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All charges or credits to the account resulting from losses or gains on closed
transactions
All open futures and options on futures positions
All cash receipts and disbursements in the account
All receipts and returns by the FCM of customer-owned securities or other collateral in the customer’s account
All commissions and fees charged
Any interest credited or charged to the account
All other charges and credits to the account

Trade Confirmations
2.74 Pursuant to CFTC Regulation 1.33b, each FCM must provide a written confirmation to each commodity customer of each commodity futures or commodity option transaction. The FCM must send the confirmation to the customer no later than the next
business day following the day on which the trade was executed.
2.75 Customer trade confirmations must show the information necessary to identify
and describe the transaction, such as trade price; contract quantity bought or sold; the
trade date; and all commissions, costs, fees, and other charges incurred concerning the
transaction. To identify and describe options-on-futures, the strike price, the underlying
futures contract or physical commodity, and the final exercise date of the option are
required.

Purchase and Sale Statements
2.76 A P&S statement is sent by an FCM to a customer to inform the customer that an
open futures or options on futures position held in the customer’s trading account at the
FCM has been closed out by an offsetting futures or options on futures trade. P&S statements are very similar to confirmation statements, and the two statements are usually
combined and sent to customers as one statement.
2.77 A P&S statement, as with a trade confirmation, is typically sent to customers no
later than the business day following the day on which the trade resulting in the P&S was
executed. The P&S statement will fully identify the trade executed that offset the open position and the open contract or position closed. The P&S statement will report to the customer the gain or loss realized on the P&S that has been credited or debited to
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the customer’s account and will show any commissions or fees associated with the P&S
transaction.

Monthly Account Statements
2.78 Promptly after the close of the last business day of each month, an FCM is required
by CFTC Regulation 1.33a to furnish a written monthly statement to each of its active
customers showing the beginning and month-end balances, the trading activity, and any
other transactions occurring in the account during the month. For customer accounts that
held no open futures or options on futures positions during the month and had no transactions or changes occurring in the account balance since the prior account statement, an
FCM may choose not to send monthly account activity statements. However, CFTC Regulation 1.33 specifies that an FCM must send an account statement to all of its customers
for each trading account having a money balance or position carried by the FCM at least
once every three months.
2.79 Pursuant to CFTC Regulation 1.33a, the monthly account statement sent via an
approved medium by an FCM to a customer for the customer’s account must show the
following:
All open futures contracts with the trade prices of the contracts
The unrealized gain or loss on open futures contracts marked-to-market as of the
close of the last business day of the month
All options-on-futures sold, purchased, exercised, or expired during the monthly
reporting period identified by underlying futures contract or physical commodity,
strike price, transaction date, and expiration date
All open commodity options on futures positions marked-to-market and the
amount each position is in the money
All funds and collateral credited to the account by the FCM
All other charges and credits to the account, including realized trading gains and
losses, premiums charged and received, and commissions and fees charged

Clearance and Settlement
2.80 As more fully discussed in chapter 1, “Commodity Industry Overview,” commodity futures and options on futures trades are cleared, settled, and guaranteed by clearing organizations of commodity futures and options on futures exchanges. FCMs that are not
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clearing members of the exchange on which their futures and options on futures trades are
executed must maintain omnibus accounts with another firm with clearing privileges at
the applicable exchange.

Trade Matching at the Clearing Organization
2.81 Each commodity futures and options on futures exchange has a clearing organization that matches, clears, guarantees, and records all commodity trades executed on the exchange floor and submitted to the clearing organization for clearance. Members of an
exchange clearing organization are each required to deposit the original margin with the
clearing organization based on the member’s open futures and option positions, the commodity margin rates set by the clearing organization, and the clearing organization’s assessment of the financial risk inherent in the clearing member’s trading and operations.
2.82 Initial margin is the equivalent of a good faith deposit or performance bond and
should not be confused with the daily variation margin or settlement paid between the
clearing organization and a clearing member. A clearing member’s variation margin or
daily settlement is determined by marking to the market at the settlement price all open
futures positions held, and all futures trades cleared, during a trading day by the clearing
member.
2.83 The clearing process is initiated when clearing members, most of whom are also
FCMs, simultaneously key into their bookkeeping systems and the clearing organization’s
systems trade data for futures and options on futures trades executed by the members’
floor brokers and floor traders during the day on the exchange floor. Upon receiving the
trade data from its clearing or floor members, the clearing organization will process the
trade data by attempting to match the trade information for each trade recorded by both
the executing broker and the other or opposite broker to the trade.
2.84 Although the specifics of the clearing process differ from exchange to exchange, the
process always requires that key information on a given transaction, accurately submitted
for clearing by both the buying and the selling brokers, must agree. If critical details of a
trade, such as trade price or delivery month, do not match or agree, the trade does not
clear or is cleared incorrectly and is known as an out trade.
2.85 All exchanges have procedures for resolving out trades. Usually, the executing and
opposite broker for an out trade, or their representatives, will resolve the trade discrepancies before the opening of the exchange markets on the next day. Out trades that cannot be
resolved by the executing and opposite brokers are eliminated from the clearing process
and are known as busted trades. Trades that cannot be resolved between the parties are
taken to an arbitration process.
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2.86 If a trade fails to clear or is busted, an FCM will frequently have to reverse or remove the busted trade from its bookkeeping system because the trade, as submitted to the
FCM by the floor broker or floor trader for input, was entered into the FCM’s bookkeeping system as reported. Similarly, an FCM will adjust its books and records for trades that
are cleared at contract quantities or trade prices different from those originally reported
and input by the FCM.
2.87 If a trade is matched by the exchange clearing organization, the clearing organization legally substitutes itself as the seller to every buyer, and as the buyer to every seller.
That is, the clearing members submitting the trades for clearance enter into a direct contractual obligation with the clearing organization for the trades cleared by the organization
for the clearing members. The parties ordering or executing the trade have no contractual
financial obligation to each other with respect to the futures or options on futures contracts they traded.

Trade Register and Other Clearing Sheets
2.88 After the close of every business day, the clearing organization sends to each clearing member several clearing organization statements or reports, commonly called clearing
sheets. The clearing sheets received from a clearing organization include the following:
A trade register showing all commodity futures and options on futures trades
cleared during the business day
A listing of unmatched trades (out trades)
An open position summary showing all open futures and options on futures positions held by the FCM at the clearing organization
A listing of position adjustments effected during the business day
A statement of original margin showing cash, securities, variation margin, other
collateral, and letters of credit deposited at the clearing organization by the FCM
for margin purposes
2.89 FCMs use trade registers and other clearing sheets to reconcile the FCM’s open positions at an exchange per the FCM’s books to the open positions recorded by the exchange clearing organization. FCMs also use the clearing sheets and trade registers to
verify the accuracy of trade data input into their bookkeeping system and to reconcile their
receivables from and payables to the clearing organization.
2.90 At least daily, exchange clearing organizations provide their clearing members with
margin statements. These statements show the member’s open futures and options on

43

futures positions, the margin on deposit with the clearing organization, and the net margin surplus or deficiency. A clearing member must promptly deposit additional margin to
satisfy any deficiency according to clearing organization rules and procedures.

Omnibus Account Records
2.91 If an FCM is not a clearing member of a particular commodity exchange and the
FCM wishes to accept customer trade orders for contracts offered on that exchange, the
FCM must establish an omnibus account with another FCM. That member becomes
the FCM’s carrying broker.
2.92 After establishing an omnibus account with a carrying broker, an FCM will transmit the customer trade orders it receives for contracts traded on that exchange to the carrying broker. The carrying broker will execute each order for the FCM’s customer account,
immediately notify the FCM of the executed trade, and record the trade in the FCM’s omnibus account. The FCM will then inform its customer of the executed trade and must
enter the trade in the trading account the FCM maintains for the customer and confirm
the trade in writing to the customer no later than the next business day.
2.93 The equity balance in the FCM’s omnibus account at the carrying broker is used to
margin the trades and positions in the account. The FCM accounts for the equity, deficit,
or debit balance in an omnibus account as a receivable from or payable to the carrying broker. The carrying broker accounts for the omnibus account as a payable to or receivable
from a customer (the FCM).
2.94 If the FCM intends to execute trades through the carrying broker for both customer accounts and for proprietary accounts, the FCM must open separate omnibus accounts with the carrying broker: one account to clear its customers’ trades and a second
account to clear its proprietary trades. The carrying firm treats both accounts as a
customer unless the omnibus firm is an affiliate.

Settlement
2.95 At the close of each business day, each commodity exchange clearing organization
marks-to-market (using exchange closing settlement prices) each clearing member’s open
futures positions held and futures trades cleared on the exchange during the day. Each
clearing organization performs these mark-to-market computations to determine the net
daily cash settlement to be made between the exchange clearing organization and each of
its clearing members. Clearing organizations record these daily mark-to-market settlement
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computations for futures trades and open futures positions on the clearing sheets they
compile and provide to each of their clearing members.
2.96 Clearing organizations compute the daily mark-to-market settlement by taking the
difference between the current-day futures contract settlement prices and the trade prices
for futures trades cleared during the current trading day or settlement prices as of the previous trading day for futures positions that were open at the close of the previous day. This
difference is multiplied by the appropriate contract point values and contract trade quantities to determine the market price variation gain or loss on each open futures position or
futures trade cleared.
2.97 The settlement computation results in a dollar amount each exchange clearing
member has receivable from or payable to the clearing organization. Such amounts are
known as variation margins and are settled by cash transfers between the clearing organization and each of its clearing members before the opening of exchange markets on the
next trading day. Included in the daily cash settlement transfers for futures trades and positions is an additional amount representing the FCM’s net options on futures premium
payable to or receivable from the clearing organization for options on futures trades
cleared during the trading day. However, a clearing member’s open option positions are
not marked-to-market for the settlement computation and are not included in the daily
cash settlement process.
2.98 Clearing organizations generally make at least two separate variation margin or settlement computations for each FCM: one for an FCM’s customer trades and positions,
and one for an FCM’s proprietary or house trades and positions. The resultant cash settlement transfers are made separately by transactions involving bank accounts of the FCM
and clearing organizations that are customer segregated for customer settlements, and
house bank accounts for proprietary or house settlements. The settlements are initiated by
the clearing organization by way of direct wire transfer with the FCM’s bank.
2.99 The net total of daily cash settlements, called pays or collects (pay/collect), between
the clearing organization and all of its clearing members, equals zero for each trading day.
This is because, in commodity futures and options on futures trading, for every gain or
profit on a position, an opposite position exists with an equal loss. Consequently, for any
given trading day, FCM clearing members of an exchange have either received from or
paid to the exchange clearing organization all realized and unrealized gains and losses on
the FCM’s customers’ trades cleared and positions held on the exchange for the prior trading day. FCM’s may also be called for additional margin or receive cash intraday due to
market movement.
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2.100 FCMs usually record in a general ledger account their net variation margins receivable from and payable to a clearing organization as of the close of business each day.
Most firms have a separate general ledger account to record settlements from each exchange clearing organization. To record the daily cash transfers for variation settlements,
FCMs usually make the required entry to the appropriate cash account and to the appropriate account for variation margin receivable from or payable to the particular exchange
clearing organization.

Other Specialized Activities
Exchanges for Physicals
2.101 Besides closing out an open futures position with an offsetting P&S transaction,
persons holding an open futures position may offset and close out the position by a
transaction known as an exchange for physicals (EFP). An EFP is a transaction in which a
futures position is exchanged for the underlying cash commodity and is usually transacted
by owners of commercial or hedge trading accounts. A completed EFP transaction results
in the holder of a long futures position exchanging his or her long futures contract(s) for
an equivalent amount of the physical commodity underlying the contract(s), and the party
making delivery of the physical commodity assuming ownership of the long futures
contract(s) to offset a short futures position that he or she holds.
2.102 The parties to an EFP privately negotiate the price of the exchanged futures position, the quantity of the futures position, the quantity of the cash commodity to be exchanged, the price of the cash commodity, and other contractual terms, such as grade or
quality and delivery terms. Depending on the existing futures positions of the parties at
the outset of the transaction, an EFP may liquidate futures positions of both parties, transfer a futures position from one party to another, or create futures positions for both parties. Once the price and quantity of the futures have been set by the parties and an EFP has
been accepted for clearing, the futures market margin and delivery obligations of the
parties are not distinguishable from those for competitively executed futures contracts.
2.103 An exchange for physicals is the only kind of futures transaction in which ownership of a futures contract(s) may be conveyed in a transaction not executed through usual
exchange trading, including open outcry and electronic trading. The clearing organization
acting as counterparty to the futures contract(s) involved in the EFP records the transaction if the EFP is reported to the clearing organization by the clearing member handling
the transaction. EFPs are subject to exchange rules and are closely monitored by each
exchange to prevent abuse.
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2.104

The following are the major uses of EFPs:
Traditional uses are intended to
— hedge and price commodities by commercial entities.
— deviate from delivery specifications of exchange clearinghouses.
Typical trader uses are intended to
— facilitate arbitrage transactions between the cash and futures markets.
— limit exposure when unwinding a hedge between the cash and futures markets.
— avoid additional margin obligations or to lock in a gain or loss by liquidating
positions after the market has closed.

2.105 Four examples of EFPs are the commercial hedger, an arbitrage transaction, unwinding a hedge, and closing or opening futures positions. Each is illustrated in the sections that follow.
2.106 Commercial hedger. Grain elevator S contracts to sell wheat to an exporter B at a
basis (difference between the cash price and the futures price contract) of 15 cents per
bushel over the March futures price. The contract gives B the right to determine when to
fix the price level of the cash trade. S is short March wheat futures contracts to hedge its inventory, and B is long futures contracts to cover its fixed-price export sale. On February
15, B selects the desired March futures price. Using EFPs, B sells futures to S, and S buys
futures from B, thereby liquidating their existing futures positions. S will deliver wheat to
B and will receive payment of 15 cents per bushel over the futures price, as agreed.
2.107 The EFP has enabled the parties to complete their cash transaction and liquidate
their futures hedges in one transaction while preserving the agreed-upon basis relationship
for both parties. Without the ability to specify the price through an EFP, the parties would
be subject to the risk that they could not achieve the agreed-upon price by liquidating
their futures positions in the open market and entering into a separate cash market
transaction.
2.108 Arbitrage transaction. A pension fund P with no existing cash or futures position
wants to buy a basket of stocks to replicate an index and sell the corresponding futures to
establish an arbitrage position. P contacts its FCM to arrange the two trades. The FCM,
which has no existing cash or futures position, agrees to establish the cash and futures positions for P via an EFP at a given differential. The FCM will purchase the basket of stocks
and hedge them with the sale of the index. Concurrently, P will sell futures to the FCM.

47

After the EFP, P will have a long cash position and be short futures; the FCM will have no
positions.
2.109 Using an EFP, the pension fund established an arbitrage position and the FCM
and pension fund entered into a futures contract that was not executed in the open
market, but will be cleared by the clearinghouse.
2.110 Unwinding a hedge. When unwinding a hedge position, traders are at risk between
the time they liquidate their futures position and execute the corresponding cash transactions. Meanwhile, they can unwillingly become speculators. In a long hedge, traders are at
risk that the price of the cash may fall after they liquidate their futures positions. If an EFP
is executed, the interim period is eliminated, and neither trader bears the risk because both
the cash transaction and futures transaction are priced simultaneously.
2.111 Closing or opening futures positions. A trader or hedger may want to offset or open
a futures position during periods when the futures exchange is closed. By acquiring the appropriate cash market position from the FCM and exchanging that physical position for a
futures contract at the opening of the exchange, the trader or hedger will have liquidated
or acquired the desired futures position. The FCM generally runs a matched book of such
physical trades and related futures.
2.112

Currently, such transactions are found primarily in the foreign currency markets.

Interexchange Linkages
2.113 Another way of offsetting or liquidating a long or short futures contract is
through a mutual off-set agreement established by one exchange with another that permits
a futures contract established on the one exchange to be offset or liquidated by a trade on
the other exchange. At this time, few mutual off-set agreements are in force, and the use of
mutual offset is limited. As with other commodity futures and options on futures trades,
independent documentation from an exchange clearing organization should be available
to verify or document any mutual offset transaction appearing on an FCM’s books and
records.

Repurchase and Resale Agreements
2.114 Repurchase and resale transactions (known as repos and reverse repos) are generally traded on a cash settlement basis (same day as trade date). Executions for repos are
usually completed during the morning hours of a business day, to allow time for the adequate processing and clearing of trades. The paperwork and delivery of the securities and
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funds are settled over the Fedwire, the Federal Reserve Banks’ (FRBs) communication system. As noted previously, for government securities, only members of the FRB have direct
access to the Fedwire, so the FCM/IB must use its clearing bank for the transfer of funds
and securities for repos. Actual written P&S confirmations are also delivered, if applicable.
Depending on the arrangement of the repo, the repo collateral may be delivered (transferred) to the buyer, held in safekeeping in a segregated customer account by the seller, or
delivered to the buyer’s custodial account at the seller’s clearing bank.
2.115 Additional securities transfers or delivery of funds may be necessary over the Fedwire depending on changes in the market value of the underlying collateral (mark-to-market). Market value changes can necessitate adjustment of the repo, either by repricing or a
margin call. In a repricing, the change requires a delivery of funds, while a margin call
requires a transfer of collateral.
2.116 In a reverse repo, an FCM/IB receives securities for a stated price from another
party and agrees to sell them to the same party at a later date at the same price plus interest at a stated rate or at a higher price. The higher price reflects the interest earned on the
contract price for the number of days that the contract is outstanding.
2.117 The party entering into a reverse repo does not own the securities. Accordingly,
the reverse repo is treated as a collateralized receivable rather than an inventory position.
The party selling the securities with the commitment to repurchase usually maintains the
incidences of ownership.
2.118 In a repo, an FCM/IB sells securities at a stated price to another broker or a customer and agrees to repurchase an identical security at a later date at the same price plus
interest at a stated rate, or at a higher price that reflects the interest on the principal
amount.
2.119 The rights of parties involved in a repo or reverse repo depend on the particular
terms and conditions of the transactions that are documented in a written agreement or
transaction confirmation. Most firms use a standard agreement developed by the Securities
Industry and Financial Markets Association. The documentation diminishes uncertainties
for such transactions. Written agreements should describe the transaction, the terms and
conditions of the contract, and the rights of the parties, including the following:
Names of parties
Quantity and description of the securities
Interest or interest formula for determining interest to be paid or received
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Date and terms of delivery or receipt
Provisions for marking-to-market
Terms of loan or conditions for return or recall
Capacity of the parties as principal or agent
The right and ability of the purchaser of the securities to substitute like securities
for repurchase on the repurchase date
Description of events of default that would permit the purchaser or seller to
liquidate or purchase the underlying securities
Description of the rights of any trustee or custodian who may hold the underlying
securities during the life of the agreement
Description of the party who is to have title to the underlying securities during the
term of the agreement
Timely correction of mark-to-market deficiencies or excesses and a description of
the method of computing mark-to-market requirements
Right of offset
2.120 The accounting subsidiary records should include details of all securities in
repurchase and reverse repurchase transactions showing the following:
Contract amount and terms
Dates of delivery or receipt
Identification of counterparties
Dates and amounts of mark-to-market and dates recalled or returned

Repurchase and Resale Agreements Concerning Investment of
Customer Funds
2.121 FCMs normally seek to maximize interest earned on customer funds held by investing such funds on an overnight basis in reverse repos. This is accomplished by simultaneous purchase and resale with same day settlement on purchase and next day settlement
on a resale. The CFTC’s Division of Clearing and Intermediary Oversight Financial and
Segregation Interpretation No. 2-1, Use Of Customer Funds For The Purchase Of Securities
Under Reverse Repurchase Agreements, specifies the conditions under which customer funds
may be invested in reverse repos, and the recordkeeping requirements for such investments. See exhibit 3-2 for more information.
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Forward Transactions
2.122 Forward transactions (forwards) are cash market trade commitments with future
settlement dates. They may have a time differential of up to one year or more and are thus
traded on a delayed delivery or forward basis. These transactions are normally recorded on
memo records that are confirmed on a regular basis similar to other customer positions
that have settled. These transactions are
not regulated.
not conducted through an exchange or contract market.
not guaranteed as to counterparty settlement.
not and cannot be combined or commingled in the accounts with exchange-traded
transactions.
2.123 A forward contract obligates a party to pay for or deliver a commodity, currency,
or U.S. government security on a specified future date and at a price established and
agreed to by the parties to the contract. Customarily, no money is paid or received at the
beginning of the forward contract or during the life of the contract. Settlement is made
only at the maturity date of the contract. The accounting for forward transactions should
recognize the gain or loss on a current basis (that is, by valuing the individual transactions
on a mark-to-market basis).
2.124 To monitor forward contract transactions, FCM/IBs generally maintain a forward
contract record, which is similar in format to an FCM’s open futures and options on futures contract point balance record. The forward contract record summarizes an FCM/IB’s
forward positions by commodity type. Long and short positions for each customer and
firm account are detailed to show quantity, contract date, price, and delivery date information pertinent to each forward contract. Also, the forward contract record usually identifies the counterparty from or to whom the forward contract was purchased or sold.
2.125 The purpose of the forward contract record is to maintain control over an FCM’s
commodity forward contracts. Typically, no entries to an FCM/IB’s general ledger for
forward contracts are made or required.
2.126 Forward contracts are recorded in customer accounts similar to the recording of
commodity futures or options on futures trades. The record for each customer and firm
account will show for each forward contract entered into by the account owner the kind of
contract (buy/long or sell/short), the physical commodity involved, the contract quantity
and trade price, contract date, and delivery date. Delivery and settlement of forward
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contracts are recorded in the customer’s or firm’s account, along with any gains or losses realized from the closing of a forward contract before its delivery date. Such gains and losses
are shown as credits or debits to the account.
2.127 An FCM/IB may request margin for forward contracts in customers’ accounts at
the FCM/IB’s discretion. No commodity exchange or exchange clearing organization requirement for margin deposits on forward contracts exists. Margin deposits on forward
contracts, if required by the counterparty to a contract or the FCM/IB carrying the forward contract account, are recorded as a credit to the account. Some FCM/IBs maintain a
separate general ledger account for forward contract margin deposited with the FCM/IB.

Other Derivative Instruments
2.128 Other derivative products (such as interest rate and currency swaps, swaptions,
caps, and floors) involve certain unique settlement procedures. The settlement of these
products does not involve the delivery of physical or book entry securities, but involves
only cash exchanges between counterparties based on changes in interest rates, foreign currency exchange rates, and notional or contract amounts. Settlement procedures for interest
rate swaps require the monitoring and calculation of the required interest payment for the
floating rate cash flow and the calculation of the fixed-rate interest payment for the fixedrate cash flow. Once these amounts are determined on the interest payment date, the cash
payments are then transmitted to the appropriate counterparty by the method specified in
the master swap agreement (wire, check, and so on). Often, a broker-dealer will have more
than one swap agreement per counterparty. If a master netting agreement is in place, the
counterparty may net the interest payments or receipts and one net cash payment will be
made to or from the broker-dealer on the interest payment date. The floating rate cash
flow of an interest-rate swap must be updated continually as specified under the terms of
the swap agreement to enable the broker-dealer to calculate the interest payment or receipt
from the contract and to calculate unrealized gain or loss on the contract.
2.129 For interest-rate caps, up-front payments or premiums are paid to the writer in
exchange for the right to receive the excess of a reference interest rate over a given rate. For
interest-rate floors, premiums are paid to the writer for the right to receive the excess of a
given rate over a reference interest rate. The underlying contract must be monitored continuously to determine whether the change in the floating rate has triggered the cap or
floor. Once triggered, the cash payments or receipts of the amounts in excess of the cap
amount and the amounts below the floor amount must be calculated. Again, cash payments will be made according to the master swap agreement. On the interest payment
date, cash payments or receipts may be netted for counterparties that have an International
Swaps and Derivatives Association master swap agreement.
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2.130 Swaptions are options-on-futures to enter into an interest-rate swap at a future
date or to cancel an existing swap in the future. Premiums are paid to the writers of swaptions. Upon exercise of the swaption, the same clearance procedures would apply for interest-rate swaps or the swap would terminate with no further cash payment or receipt.

Reconciliation and Balancing
Cash Receipts and Disbursements
2.131 FCMs, in the normal course of their business dealings and operations, engage in
a number of cash transactions each day. During each business day, cash is received and disbursed for the following:
Deposit or return of cash margins for customers’ commodity trading accounts
Deposit or return of cash margins in the FCM/IB’s omnibus accounts at carrying
brokers
Deposit or return of original margin at commodity exchange clearing organizations
Daily settlements or variation margins paid or collected from commodity exchange
clearing organizations
Payment or receipt of commissions to or from FCMs
Payments of transaction fees to commodity exchange clearing organizations, the
NFA, or other FCM/IB
Investments of customers’ or proprietary funds
Purchase of securities or other collateral for customer-owned or firm-owned
accounts
Interest on loans
Delivery transaction proceeds through customer-owned or firm-owned accounts
Operating and other expenses
2.132 Because of the large daily volume of cash transactions handled by FCMs, most
reconcile their cash accounts on a daily basis.
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Point Balance and Settlement Accounts
2.133 CFTC Regulation 1.34, Monthly record, “point balance,” requires each FCM to
prepare and retain, in accordance with CFTC Regulation 1.31, a point balance as of the
close of the last business day of each month. Although Regulation 1.34 requires FCMs
to prepare a point balance only as of each month-end, most FCMs find it necessary to
prepare a point balance as of the close of each business day. For most FCMs, the daily
preparation of a point balance is essential to maintaining effective accounting and internal
control over an FCM’s trading accounts and operations.
2.134 As of the close of each business day, an FCM will reconcile its open futures and
options on futures positions shown on the open position report to listings of its open positions shown on reports received from clearing organizations and statements received
from carrying brokers. An FCM also will reconcile daily, for customer and proprietary accounts, the total open trade equity on futures and the total market values of long and short
options-on-futures (the point balance) to the market values of the FCM’s open futures and
options on futures positions shown on open positions listings received from exchange
clearing organizations and account statements received from carrying brokers.
2.135 To reconcile its point balance to exchange open position listings and carrying broker statements, an FCM will compile the total net open trade equity on open futures positions payable to their customers to a control account known as a settlement (or sometimes,
cash difference) account. The balance in the settlement account reflects the daily net
changes in total open trade equity in customers’ commodity accounts, and should equal
the total open trade equity in customers’ accounts as shown in the FCM’s general and subsidiary ledger accounts as of the close of the business day. FCMs usually maintain separate
control settlement accounts for each commodity exchange on which they are clearing
members, and for each of their trading accounts maintained at carrying brokers.
2.136 In reconciling its ledger accounts for customers’ open trade equity to the control
settlement account, an FCM takes the reconciled balance in the settlement account as of
the prior business day (which equals its customers’ total net futures open trade equity as of
the close of the prior business day) and adjusts that balance for the following:
Net variation margins paid to or received from commodity exchange clearing
organizations for the current trading day for those trades in which the FCM
participated as a clearing member
Changes from the close of the prior business day to the close of the current business
day in the open trade equity in the FCM’s omnibus accounts at carrying brokers
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for those trades executed on an exchange at which the FCM is not a clearing
member
The gain or loss on open futures positions closed-out during the day on the FCM’s
books
The net value of any unmatched trades (out trades) that have not yet been cleared
by exchange clearing organizations or recorded in the FCM’s omnibus accounts at
carrying brokers

Clearing Organization and Carrying Broker Accounts
2.137 On a daily basis, most FCMs will reconcile balances in their accounts with exchange clearing organizations and carrying brokers. These reconciliations focus on cash,
securities, and other collateral held by the clearing organization and carrying brokers to
margin, secure, or guarantee the FCM’s commodity trades and positions, and any
amounts payable to or receivable from the clearing organizations and carrying brokers for
positions held and trades executed for the FCM’s accounts.

Securities and Other Collateral
2.138 FCMs also reconcile securities and other collateral held at depositories other than
exchange clearing organizations and carrying brokers, such as banks, at least monthly.
FCMs prepare reconciliations for customer-owned and firm-owned securities and collateral, and securities purchased as investments with customers’ funds.

Collateralized Financing
Subordinated Borrowings—Secured Demand Notes
2.139 An FCM or IB may finance its operations and satisfy regulatory capital requirements by using the proceeds from loans subject to agreements by which the lenders subordinate their claims for repayment of the loan to the claims of the FCM’s or IB’s other
creditors. The proceeds for such loans are usually in cash or demand notes that are collateralized by securities or other collateral provided by the lenders. FCMs and IBs maintain,
in accordance with CFTC Regulation 1.31, the documents and records concerning such
subordinated borrowings and the records identifying the collateral for any secured demand
notes received from subordinated lenders.
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Regulatory
2.140 The CFTC’s principal regulations concerning recordkeeping requirements for
FCMs and IBs are the following:
For FCMs, Regulations 1.18, 1.20–.23, 1.26–.27, 1.31–.37, 1.46, 1.55, 1.58,
30.6–.7, 32.5–.7, and 190.10(c)
For IBs, Regulations 1.18, 1.31, 1.35, 1.37, 1.57, and 30.6
2.141 CFTC Regulation 1.31 prescribes the minimum period that the books and
records required to be kept by the CEAct or CFTC regulations, and also certain additional
records, must be maintained by an FCM/IB. Certain states and other authorities may have
additional requirements for the retention and accessibility of the FCM/IB’s books and
records.
2.142 Other CFTC regulations may apply depending on an FCM/IB’s situation or the
nature of its operations. Furthermore, an FCM/IB must also comply with the rules and
regulations of the commodity futures and options on futures exchanges and other SROs,
such as the NFA, of which the FCM/IB is a member. Chapter 3 of this practice aid,
“Regulatory Considerations,” provides a detailed discussion of the specific regulatory
requirements an FCM/IB must consider and satisfy.

Tax Information Reporting
2.143 An FCM is required to file various information notices with the IRS for certain
customer transactions. These notices, which are also sent to the customer, provide the IRS
with information on the activities of the customer, including trading activities, interest
earned, individual retirement accounts, and currency transactions. A variety of Form 1099
for domestic recipients, Form 1042-S for foreign recipients, and FinCen Form 104 for
cash transactions of more than $10,000 are required to be filed.
2.144 Form 1099-B, “Proceeds from Broker and Barter Exchange Transactions,” presents issues unique to FCMs. Although Form 1099-B normally requires a financial institution to report each transaction, U.S. exchange-traded futures contracts qualify for an
aggregate report on a mark-to-market basis and commodity options on futures transactions are exempt from reporting. However, IRS regulations provide that foreign futures
contracts are reported in dollars, transaction by transaction.
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2.145 The IRS generally matches information notices filed by an FCM to its database to
determine if the payee’s name and taxpayer identification number (TIN) correspond to its
records. If a mismatch exists, the IRS notifies the FCM (payor) of this fact. The payor is
then required to send a letter to the payee informing the payee of the mismatch and requesting a Form W-9 within 30 days of the date of IRS notification. If the payee does not
return this W-9, all future reportable payments must be subjected to backup withholding.
If a payor does not withhold amounts when required to do so, the payor becomes
responsible for the tax.
2.146 The IRS has a rule that provides that a payor receiving two notices in any threeyear period reflecting the fact that a payee has provided an incorrect TIN must begin
backup withholding and must continue to do so until notified by either the IRS or the Social Security Administration to stop. Again, failure to withhold when required to do so will
result in the payor being held responsible for the tax.
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EXHIBIT 2.1
ILLUSTRATIVE FCM JOURNAL ENTRIES
FOR CUSTOMER-RELATED AND OTHER TRANSACTIONS
Debit
(a)

(b)

(c)

(d)

(e)

(f )

(g)
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Initial margin deposit by a customer:
Cash—Segregated
Customer’s Ledger Balance
Initial margin deposit by an FCM with
a clearinghouse (might have separate
accounts for each kind):
Clearinghouse margin
Cash and/or Securities
Unrealized gain from the mark to market computation (price
movement in favor of the customer’s position):
Due to/from Clearinghouse
(1) Customer contract difference
or
(2) Customer open trade equity
Collection from the clearinghouse for favorable price
variation (see entry (c) above):
Cash—Segregated
Due to/from Clearinghouse
Deposit by a customer for a futures contract to
restore trading account to initial margin:
Cash—Segregated
Customer’s Ledger Balance
P&S to record a realized gain on a closed trade in the
customer’s account:
Customer’s Trading Account—Open Trade Equity
Customer’s Trading Account—Ledger Balance
Payment to customer on customer’s request of excess
account margin:
Customer’s Trading Account Ledger Balance
Cash—Segregated

Credit

$ 10,000
$ 10,000

$ 50,000
$ 50,000

$

$

$

$

$

100
$

100

$

100

$

1,000

$

100

$

200

100

1,000

100

200

Chapter 3

Regulatory Considerations
Introduction
3.01 This chapter covers regulatory considerations principally for futures commission
merchants (FCMs) and introducing brokers (IBs) registered with the Commodity Futures
Trading Commission (CFTC). See chapter 8, “Commodity Pools,” of this practice aid for
regulatory considerations for operators of commodity pools.
3.02 An objective of CFTC regulation is to protect the integrity of the marketplace, and
the funds of customers who use that marketplace, by ensuring that FCMs and IBs have the
liquidity and capital levels required to satisfy their obligations to customers and other participants in the commodities futures industry.
3.03 The audit and reporting requirements for FCMs and IBs are set forth by CFTC
Regulations 1.10, Financial reports of futures commission merchants and introducing brokers,
and 1.16, Qualifications and reports of accountants, under the Commodity Exchange Act
(CEAct). Before undertaking the audit of an FCM or IB, the auditor should read the applicable regulations and have an understanding of the prescribed scope of the audit and
the related reporting requirements. CFTC regulations do not require FCMs or IBs to send
written notice when they initially appoint an outside auditor; however, CFTC Regulation
1.16g should be referred to for notices required when an FCM or IB replaces its independent auditor. In addition, for FCMs and IBs that are also registered securities broker-dealers with the U.S. Securities and Exchange Commission (SEC), an auditor should consult
the AICPA Audit and Accounting Guide Brokers and Dealers in Securities for more detailed
requirements. The applicable SEC rules should also be read. Current CFTC and SEC
rules can be found at http://ecfr.gpoaccess.gov under “Title 17—Commodity and Securities Exchange.”
3.04 Pursuant to the Commodity Futures Modernization Act of 2000, persons registered as FCMs may offer off-exchange foreign exchange (forex) contracts to retail customers. Affiliates of FCMs may also act as counterparties to off-exchange forex
transactions with retail customers. Such affiliates must, however, be Material Affiliated
Persons (MAPs) of the FCM, and the FCM must maintain and file MAP information with the CFTC in accordance with CFTC Regulation 1.14, Risk assessment recordkeeping requirements for futures commission merchants, and 1.15, Risk assessment reporting
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requirements for futures commission merchants. A MAP, as described in CFTC Regulation
1.14a-2, is an affiliate of an FCM whose activities are likely to have a material effect on the
financial condition or operations of the FCM. Congress also recently passed the CFTC
Reauthorization Act of 2008, which amended the CEAct to provide a new registration category for certain dealers in off-exchange forex transactions with retail participants, to be
called retail foreign exchange dealers.
3.05 FCM members of the National Futures Association (NFA) that offer forex transactions to retail customers, and those considered forex dealer members (FDMs) as defined by
NFA Bylaw 306, are subject to specific requirements, as discussed in paragraphs 3.84–.85
herein.

Applicable Regulations
3.06 The primary sections of the CEAct and CFTC regulations that are applicable to
the audits of FCMs and IBs are as follows:
Section 4d-a-2, “Segregation requirements”
Section 4f-b, “Minimum financial requirements”
Part 1 (17 CFR Ch 1 Part 1—General Regulations Under the Commodity Exchange Act) including the following:
— Regulation 1.10, Financial reports of futures commission merchants and introducing brokers
— Regulation 1.12, Maintenance of minimum financial requirements by futures
commission merchants and introducing brokers
— Regulation 1.14, Risk assessment recordkeeping requirements for futures commission merchants
— Regulation 1.15, Risk assessment reporting requirements for futures commission
merchants
— Regulation 1.16, Qualifications and reports of accountants
— Regulation 1.17, Minimum financial requirements for futures commission merchants and introducing brokers (also see NFA financial requirements)
— Regulation 1.18, Records for and relating to financial reporting and monthly computation by futures commission merchants and introducing brokers
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— Regulations 1.20–.30, collectively titled “Customers’ Money, Securities, and
Property” and 1.49, Denomination of customer funds and location of depositories
— Regulations 1.31–.37, collectively titled “Recordkeeping”
Part 30 (17 CFR Ch 1 Part 30—Foreign Futures and Foreign Options Transactions), including Regulation 30.7, Treatment of foreign futures or foreign options secured amount
Part 32 (17 CFR Ch 1 Part 32), Regulation of Commodity Option Transactions
3.07 IBs that operate pursuant to a guarantee agreement with an FCM are exempt from
financial reporting and minimum capital requirements; therefore, references to IBs with
respect to such requirements are generally intended to refer to independent IBs that are
not guaranteed.
3.08 In addition to CFTC regulations, an FCM or IB must comply with the rules of
self-regulatory organizations (SROs) such as the NFA and commodity exchanges, of which
the FCM or IB is a member.
3.09 FCMs and IBs that are securities broker-dealers required to be registered with the
SEC are also regulated by SEC Rule 17a-5 under the Securities Exchange Act of 1934, or
by Section 405.2 of the regulations pursuant to Section 15c(a)(1) of the Government Securities Act of October 28, 1986 for registered broker-dealers in U.S. government securities. Some relevant financial rules concerning securities broker-dealers are listed in exhibit
3.8, “Rules Applicable to Securities Broker-Dealers and Broker-Dealers in U.S. Government Securities.” See the AICPA Audit and Accounting Guide Brokers and Dealers in Securities for more detailed requirements.
3.10 SROs’ rules for FCMs and IBs usually incorporate the CFTC’s regulatory requirements for such entities and establish additional rules that may be more stringent than the
CFTC’s regulations. SROs’ rules that may be relevant to the auditor address the following:
Minimum financial (capital) requirements
Financial reporting requirements
Books and records required to be prepared and kept by members
Subordinated loan agreements
Contract specifications, trading conditions, and delivery procedures for contracts
traded on the exchange
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Minimum margin requirements for contracts and positions traded on the exchange
The recording of customers’ trade orders
Supervision of branch offices, associated persons (APs), and employees
Investigations of alleged or apparent violations of the SRO’s rules, regulations, bylaws, and resolutions
Investigations of complaints received from customers concerning the handling of
the customers’ accounts and orders
Disciplinary procedures and actions against members for violations of the SRO’s
rules
Arbitration of claims by customers, members, and nonmembers of SROs
Dues, assessments, and fees payable to SROs by members
Refer to exhibits 3.5–.7 in this chapter for partial listings of NFA rules.
3.11 If the FCM or IB is also a securities broker-dealer, an understanding of SEC rules
and those of the various securities SROs will be helpful to the auditor in understanding
the interrelationship of the rules.

Interpretations of CFTC Regulations and SRO Rules
3.12 Published interpretations of certain regulations and rules of commodities regulatory bodies may be found in the following reference materials:
CFTC’s Form 1-FR-FCM instructions (www.cftc.gov/forms/index.htm)
CFTC’s Division of Clearing and Intermediary Oversight’s (DCIO) (formerly the
Division of Trading and Markets) Financial and Segregation Interpretations (see
exhibit 3.2, “CFTC’s Division of Clearing and Intermediary Oversight Financial
and Segregation Interpretations No. 1–14”)
Staff letters written by the CFTC’s DCIO and Office of the General Counsel, as
compiled by Commerce Clearing House, Inc. (see exhibit 3.1 for a partial listing of
interpretative letters)
Advisories issued by the CFTC’s DCIO and Office of the General Counsel (see exhibit 3.3, “Partial Listing of Advisories Issued by the CFTC’s Division of Trading
and Markets”)
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Financial and Operational Combined Uniform Single (FOCUS) report forms and
their general instructions (for FCMs and IBs that are also securities broker-dealers)
available on the SEC Web site
NFA guides to registration, membership, and recordkeeping requirements
Interpretative instructions distributed by commodity exchanges and the NFA to
their respective memberships
Published commodities information services (for example, Commerce Clearing
House, Prentice-Hall, and Commodities Futures Law Reporter)
CFTC’s Dear FCM letter (periodic guidance on regulatory issues for FCMs and
IBs)
3.13 If the FCM or IB has requested and received specific interpretations from any regulatory agency since the prior audit, it should be provided to the auditor. Appropriate
consideration should be given to their effect, if any, on the financial statements of the
FCM or IB.

Explanation of Significant Rules
CFTC Regulation 1.16, Qualifications and reports of accountants
3.14 CFTC Regulation 1.16 specifies the regulatory requirements for independent accountants’ qualifications and reports to be rendered on an FCM’s, IB’s or commodity
pool’s financial statements or schedules as follows:
1.16a—Definitions
1.16b—Qualifications of accountants (including independence)
1.16c—Accountant’s reports (including technical requirements, representations
as to the audit, opinion to be expressed, exceptions, and reports on material
inadequacies)
1.16d—Audit objectives
1.16e—Extent and timing of audit procedures
1.16f-1—Extension of time for filing audited reports
1.16f-2—Exemption requests
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1.16g—Replacement of accountant
1.16h—Exemption of introducing brokers or applicant therefor (from requirements of CFTC Regulation 1.16)

Qualifications of Accountants
3.15 Under CFTC Regulation 1.16b, the CFTC will recognize any person as a certified
public accountant or licensed public accountant who is duly registered, and in good
standing as such, under the laws of the place of his or her residence or principal office.
The CFTC also will recognize certain licensed public accountants as specified in the
regulations.

Independence of Accountant
3.16 To be recognized for regulatory purposes as a certified public accountant or licensed public accountant by the CFTC, the public accountant must be independent from
the entity being audited and the entity’s parent, subsidiary, and other affiliates. CFTC
Regulation 1.16b-2 discusses the independence of a public accountant and states that an
accountant must be independent in fact. The regulation further provides that an accountant will not be considered independent with respect to an entity, or any parent, subsidiary, or other affiliate of such entity if
during the period of his or her professional engagement to examine the financial
statements and schedules being reported on, or at the time of his or her report, the
accountant, his or her firm, or a member thereof had acquired, or was committed
to acquire, any direct financial interest or any material indirect financial interest in
the entity or any parent, subsidiary, or other affiliate of the entity.
the accountant, his or her firm, or a member thereof was associated with the entity
or any parent, subsidiary, or other affiliate of the entity, as a director, voting trustee,
officer, employee, or in some other capacity.
the accountant, his or her firm, or a member thereof performs bookkeeping services or assumes responsibility for maintenance of the accounting records, including accounting classification decisions, of the entity or any of the entity’s affiliates.
3.17 In addition to the circumstances set forth previously, CFTC Regulation 1.16b-3
states that in determining whether an accountant may not be independent with respect to
an applicant or registrant, the CFTC will give appropriate consideration to all relevant circumstances, including evidence bearing on all relationships between the accountant and
that entity or any affiliate thereof, and will not confine the inquiry to the relationship of
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the accountant and the applicant or registrant existing in connection with the filing of reports with the CFTC.

Replacement of Accountant
3.18 The CFTC does not initially require an FCM/IB to designate its independent public accountant by filing notice of the audit commitment with the CFTC or the entity’s
SROs. However, an entity that is a securities broker-dealer required to be registered with
the SEC must, under SEC Rule 17a-5, designate the independent public accountant
under contract to conduct its annual audit by filing notice of the audit commitment with
the SEC and the entity’s designated examining authority.
3.19 Although an FCM or IB is not required to notify the CFTC and its SROs as to the
initial independent public accountant under contract to conduct its annual audit, FCMs
and IBs are required to notify the CFTC and its designated self-regulatory organization
(DSRO) of any replacement of the independent public accountant engaged to conduct its
annual audit.
3.20 Under CFTC Regulation 1.16g, an FCM or IB, must file written notice with the
CFTC and its DSRO if the independent public accountant who was previously engaged as
the principal accountant to audit the FCM or IB resigns, declines to stand for reelection
after completion of the current audit, is dismissed as the entity’s accountant, or is replaced.
Notice of the replacement of the accountant must be filed with the CFTC and the FCM’s
or IB’s DSRO within 15 business days after such occurrence. CFTC Regulation 1.16g-1
provides additional detail regarding this situation.
3.21 CFTC Regulation 1.16g-2 states the requirements to be included in a notification
of change of the accountant. Among the items required as an attachment is a letter from
the former accountant addressed to the CFTC. In this letter, the former accountant states
whether or not he or she agrees with the representations contained in the FCM’s or IB’s
notification of change of the accountant.

Audit Objectives
3.22 CFTC Regulation 1.16d requires the audit of an FCM or IB by an independent
public accountant to be performed in accordance with generally accepted auditing standards. The audit must include all procedures necessary under the circumstances to enable
the independent accountant to express an opinion on the financial statements and schedules being audited.
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3.23 Under CFTC Regulation 1.16d, an audit must include a review and appropriate
tests of the accounting system, the internal accounting controls, and the procedures for
safeguarding customer and firm assets in accordance with the CEAct and the CFTC’s regulations. An audit must also include all procedures necessary to enable the accountant to
express an opinion on the financial statements and schedules. For an FCM, schedules included in the Form 1-FR-FCM must be covered by the audit opinion. The scope of the
audit must be sufficient to provide reasonable assurance that any material inadequacies existing at the examination date in the accounting system, the internal accounting controls,
or the procedures for safeguarding customer and firm assets will be discovered. The audit
of an FCM or IB must also include reviews of the practices and procedures used by the
client to produce the following:
Periodic computations by the FCM or IB of its adjusted net capital and minimum
financial requirements pursuant to CFTC Regulation 1.17
Daily computations by the FCM of its Section 4d(a)(2) customer segregation and
Part 30 secured amount requirements
3.24 These objectives recognize the regulatory concern for safeguarding customers’
funds and property held by FCMs, and for customers’ orders received by IBs and forwarded to FCMs for execution and processing.

Independent Accountants’ Reports
3.25 CFTC Regulation 1.16c establishes the regulatory requirements for an independent auditor’s report on an FCM’s or IB’s financial statements and schedules. CFTC Regulation 1.16c describes the following:
The technical requirements for the auditor’s report
The representations the auditor must make regarding the audit he or she
conducted
The opinion required to be expressed by the auditor
The auditor’s required statement regarding any exceptions taken by the auditor
with respect to the financial statements and schedules
The supplemental report required from the auditor on the audited entity’s internal
control and on whether any material inadequacies were found by the auditor to
exist or to have existed since the date of the previous audit
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3.26 The following must be done for the supplemental report for an audit of an FCM
or IB:
File (by the FCM) the report with the appropriate regional office of the CFTC and
other regulatory bodies as part of its annual audited report. An IB is required to file
its report with the NFA in an electronic format (for example, a PDF file).
Disclose material weaknesses in internal control (including procedures for safeguarding customer assets) revealed through audit procedures designed and conducted for the purpose of expressing an opinion on the financial statements.
Describe any material inadequacies that exist or have existed since the date of the
previously audited financial statements unless corrected and reported to the CFTC
and other regulators, as appropriate, by the FCM or IB before the date of the financial statements.
Indicate any corrective actions taken or proposed by the FCM or IB regarding any
material inadequacies cited.
3.27 If the audit of an FCM or IB did not disclose any material inadequacies, the supplemental report on internal control is required to include a statement to that effect.
3.28 The independent public accountant’s supplemental report, which includes some
parts of the financial statements, that is filed with the CFTC is considered a special-purpose report and, accordingly, is treated by the CFTC as nonpublic information for purposes of the Freedom of Information Act, the Government in the Sunshine Act, and Parts
145 and 147 of the CFTC’s regulations under the CEAct. The CFTC’s treatment of information included in an FCM’s or IB’s financial reports filed with the CFTC is discussed
under the section entitled “Public and Nonpublic Treatment of Reported Information”
later in this chapter.

Material Inadequacies in the Accounting System or Internal Control
3.29 Material inadequacy defined. CFTC Regulation 1.16d-2 defines a material inadequacy in an FCM’s or IB’s accounting system, internal accounting control, and procedures
for safeguarding customer and firm assets as any condition that contributed substantially
to or, if appropriate corrective action is not taken, could reasonably be expected to
a. inhibit an FCM or IB from promptly completing transactions or promptly discharging its responsibilities to customers or other creditors.
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b. result in material financial loss.
c. result in material misstatement of the FCM’s or IB’s financial statements and
schedules.
d. result in violations of the CFTC’s segregation, secured amount, recordkeeping, or
financial reporting requirements to an extent that could reasonably be expected to
result in any of the preceding conditions described previously.
3.30 AU section 325A, Communicating Internal Control Related Matters Identified in an
Audit (AICPA, Professional Standards, vol. 1), provides guidance on communicating matters related to an entity’s internal control over financial reporting identified in an audit of
financial statements. The guidance in AU section 325A is based on Statement on Auditing
Standards (SAS) No. 112, which is being superseded by SAS No. 115 of the same title
upon its effective date (periods ending after December 15, 2009, with earlier adoption
permitted). The guidance in this section is applicable whenever an auditor expresses an
opinion (including a disclaimer of opinion) on financial statements. Among other things,
it requires the auditor to communicate control deficiencies that are, as defined in the section, significant deficiencies or material weaknesses in internal control. See paragraphs
5.134–.136 for a discussion of the guidance and revisions to AU section 325, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional Standards, vol. 1), resulting from SAS No. 115.
3.31 Auditor’s responsibility. To comply with the CFTC regulations and SEC rules, the
auditor is required to review and conduct appropriate tests of the accounting system, control procedures, and procedures for safeguarding customer or firm assets existing at the
date of the examination. If no matters involving internal control (including procedures for
safeguarding customer or firm assets) are considered material inadequacies, the auditor
should state this in his or her report on internal control.
3.32 However, if conditions believed to be material weaknesses exist or have existed during the year, the report should disclose the nature of the weaknesses and the corrective actions taken or proposed to be taken by the FCM or IB unless corrected and reported to the
CFTC and other regulators, as appropriate, by the FCM or IB before the date of the financial statements. If control procedures implemented by management are asserted to correct an identified weakness, the auditor’s considerations for referencing management’s
corrective action (and the auditor’s testing of such corrective action) in his or her report
would also be evaluated for other reporting considerations as may be required by AU
section 325.
3.33 The auditor’s responsibility with respect to material inadequacies is described in
CFTC Regulation 1.16e-2. SEC Rule 17a-5(h)(2) has similar requirements with respect to
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SEC registered broker-dealers. See chapter 5, “Auditing Considerations,” and chapter 6,
“Internal Control,” for further discussion.
3.34 CFTC Regulation 1.16e-2 requires that if, during the audit or interim work, the
independent public accountant determines that any material inadequacies exist in the
components of internal control, procedures for safeguarding customer or firm assets, or as
such material inadequacies are otherwise defined in CFTC Regulation 1.16d, then he or
she shall call it to the attention of the chief financial officer or other appropriate officer of
the FCM or IB. The FCM or IB must, within 24 hours, provide notice of the material inadequacy to the CFTC (if an FCM) or the NFA (if an IB), the FCM’s or IB’s DSRO, and
(if an IB), every FCM carrying or intending to carry customer accounts for the IB, in accordance with CFTC Regulation 1.12d.
3.35 The FCM or IB shall also furnish the accountant with a copy of the material inadequacy notice to the regulators within three business days. If the accountant fails to receive
the notice from the FCM or IB within the three-business-day period, or if the accountant
disagrees with the statements contained in the notice of the FCM or IB, the accountant
shall have a responsibility to inform the CFTC (if an FCM) or the NFA (if an IB), the
DSRO, and (if an IB) every FCM carrying or intending to carry customer accounts for the
IB by reporting the material inadequacy within three business days thereafter as set forth
in CFTC Regulation 1.16e-2. Such report from the accountant shall, if the FCM or IB
failed to file a notice, describe any material inadequacies that exist. If the FCM or IB filed
a notice, the accountant shall file a report detailing the aspects, if any, of the FCM’s or IB’s
notice with which the accountant does not agree.
3.36 SEC Rule 17a-5(h)(2) contains the same requirement for registered securities
broker-dealers, although it provides that the accountant shall receive a copy of the notice
from the broker-dealer within 24 hours. Also, if the notice is not received or the accountant disagrees with the statements contained therein, SEC Rule 17a-5(h)(2) only provides
the accountant 24 hours thereafter to inform the SEC and either describe material inadequacies or, if the notice was filed by the broker-dealer, detail the aspects of the notice with
which the accountant does not agree.
3.37 Often, a determination of a material inadequacy may require expanded audit procedures in the affected area, appropriate review at the decision-making level by management and the independent auditor, and possible consultation with counsel. The length
and complexity of any necessary deliberations will depend on the circumstances, but
should be completed in the shortest time possible.
3.38 The report shown in exhibit F, “Report on Internal Control Required by CFTC
Regulation 1.16 for an FCM or IB,” of this practice aid is appropriate if the auditor has
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completed the audit of the financial statements. There are situations in which the auditor
becomes aware of a material inadequacy corrected during the period, but not reported by
management to the CFTC and the FCM’s or IB’s DSRO. In these situations, management’s failure to report the condition would constitute a material inadequacy that should
be included in the auditor’s supplemental report on internal control. Pursuant to CFTC
Regulation 1.16c-5, the supplemental report on internal control should be filed along
with the annual audit report.
3.39 The report shown in exhibit H, “Letter to the CFTC When the FCM Has Not
Made Required Notification” should be used if the FCM has not made the required notification of a material inadequacy or if the auditor does not agree with the statements
therein.
3.40 Consideration should be given to the possible need to consult with legal counsel
and to modify the report based on the particular circumstances. In view of the CFTC’s
and the SEC’s requirements and definitions relating to the supplemental report on internal control, consideration should be given to determining whether the suggestions for improving organization, procedures, or efficiency included in reports to management upon
completion of the audit are required to be reported under CFTC Regulation 1.12d and
SEC Rule 17a-5.

Explanation of Significant Regulations for Futures
Commission Merchants and Introducing Brokers
Definition of Customer and Proprietary Accounts
3.41 CFTC Regulation 1.3k defines a customer, for segregation purposes under Section
4d(a)(2) of the CEAct, as any person trading in futures contracts or options on futures
contracts approved by the CFTC for trading on contract markets located in the United
States. CFTC Regulation 30.1c defines a foreign futures or foreign options customer as any
person located in the United States, its territories or possessions who trades in foreign futures or foreign options on, or subject to, the rules of any regulated foreign board of trade.
The holder of a proprietary account, as defined by CFTC Regulation 1.3y, is excluded
from the CFTC’s regulatory definitions of customer and foreign futures or foreign options
customer.
3.42 A proprietary account at an FCM, as defined by CFTC Regulation 1.3y, includes
any account of which 10 percent or more is owned by one or, in the aggregate, more than
one of the following persons:
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The FCM
A general partner of the FCM
A limited partner of the FCM who is involved in the management or recordkeeping of the FCM, handles customers’ trades at the FCM, or signs or cosigns checks
or drafts on behalf of the FCM
An officer, director, or 10 percent shareholder of the FCM
An employee of the FCM whose duties include the management or recordkeeping
of the FCM, the handling of customers’ trades at the FCM, or the signing or cosigning of checks or drafts on behalf of the FCM
A dependent spouse or minor living in the same household as any one of the foregoing persons
A business affiliate that directly or indirectly controls the FCM
A business affiliate that directly or indirectly is controlled by, or is under common
control with, the FCM
3.43 The funds of commodity customers of an FCM’s affiliate should be segregated by
an FCM; however, the funds of an affiliate that are proprietary, as defined by CFTC Regulation 1.3y, should not be segregated by the FCM.
3.44 In the commodity futures and options industry, proprietary accounts are commonly classified and called house accounts. The term house accounts is used in the industry to describe both firm-owned trading accounts and noncustomer accounts, which are
accounts owned not by the FCM or IB, but by the persons described in CFTC Regulation 1.3y.
3.45 The auditor of an FCM should be aware that the definitions of customer and proprietary accounts, as described previously for Section 4d(a)(2) segregation purposes, are
defined differently when used to compute an FCM’s minimum net capital requirement
pursuant to CFTC Regulation 1.17. In computing an FCM’s adjusted net capital under
CFTC Regulation 1.17, the term customer applies not only to Section 4d(a)(2) segregated
customers, but also to an FCM’s Part 30 foreign futures and foreign options customers.
For the additional purpose of applying the CFTC’s risk-based minimum capital computation, the term customer account further includes accounts for foreign-domiciled persons
trading on a foreign board of trade, where such account is not a proprietary account or a
noncustomer account. The term proprietary account, for CFTC Regulation 1.17 purposes, refers to accounts carried on an FCM’s books for the FCM itself or for control persons of the FCM. The term noncustomer account includes accounts that are not included in
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the definition of customer or proprietary, and accounts for foreign-domiciled persons
trading on a foreign board of trade if the account is proprietary under the definition contained in CFTC Regulation 1.3y, but not as defined in CFTC Regulation 1.17b-3.

Segregation of Customers’ Funds—CFTC Regulations 1.20–.30, 1.32,
and 1.49
3.46 Section 4d(a)(2) of the CEAct and CFTC Regulation 1.20, Customer funds to be
segregated and separately accounted for, thereunder stipulate that an FCM shall treat and address all money, securities, and property received by the FCM to margin, guarantee, or secure the commodity futures and options trades of commodities customers as belonging to
such customers. Further, Section 4d(a)(2) of the CEAct and CFTC Regulation 1.20 require an FCM to account separately for (and segregate) such money, securities, and property and not to commingle such customers’ assets with the proprietary assets of the FCM
or funds held by the FCM for noncustomers. Customers’ segregated assets shall not be
used to secure or guarantee the trades, contracts, or commodity options, or to secure or extend the credit of any person other than the customers for whom the assets are held. Typically FCMs require, as a prudent business practice, that customers’ assets exceed
minimum amounts required by commodity exchanges or clearing organizations.
3.47 The CFTC’s segregation requirements apply to customers’ assets received by an
FCM for the customers’ commodity futures and options trades executed on commodity
futures and options exchanges located in the United States. CFTC Regulations 1.20–.30,
1.32, Segregated account; daily computation and record, and 1.49 specify the manner in
which an FCM must segregate, handle, and account for customers’ assets.
3.48 The CFTC adopted Regulations 1.20–.30, 1.32, and 1.49 under the CEAct to accomplish the following objectives:
To ensure that customers’ assets are properly safeguarded
To segregate and separately account for Section 4d(a)(2) customers’ assets and commodity futures and options trading accounts from the assets, operations, and trading activities of the FCM and the FCM’s noncustomers
To ensure that FCMs monitor, at least daily, their segregation requirements and
total segregated assets available, and maintain adequate funds in segregated accounts to cover the overall amounts required to be held in segregated accounts and
on a currency-by-currency basis as is required by CFTC Regulation 1.49
To require an FCM to document compliance by computing and preparing a daily
record showing the total amount required to be segregated by the FCM under
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Section 4d(a)(2) of the CEAct, the total amount of funds on deposit in Section
4d(a)(2) segregated accounts, and the excess or deficiency in segregated assets on
deposit to cover the segregation requirement
To protect customer assets in case of the liquidation of an insolvent FCM
3.49 CFTC Regulations 1.20–.30, 1.32, 1.36, Record of securities and property received
from customers and option customers, and 1.49 accomplish these objectives by requiring the
following:
Each depository account for Section 4d(a)(2) segregated assets is properly titled or
named as such (CFTC Regulation 1.20a).
Each depository account for Section 4d(a)(2) segregated assets is covered by a depository’s written acknowledgment that the funds are held in the account in accordance with Section 4d(a)(2) of the CEAct (CFTC Regulation 1.20a).
All monies received by, or accruing to, an FCM incident to a Section 4d(a)(2) customer’s commodity futures and options trading activity are treated and accounted
for as accruing to such customer (CFTC Regulation 1.21, Care of money and equities accruing to customers).
The assets of one Section 4d(a)(2) commodity customer at an FCM are not used to
purchase, margin, or settle the trades, contracts, or commodity options positions,
or to secure or extend the credit of any person other than such customer (CFTC
Regulation 1.22, Use of customer funds restricted).
The books and records of an FCM always accurately reflect the FCM’s interest in
total assets on deposit in segregated accounts (CFTC Regulation 1.23, Interest of
futures commission merchant in segregated funds; additions and withdrawals).
FCMs invest customer-segregated assets only in investments permissible under
CFTC Regulation 1.25, Investment of customer funds, and in accordance with the
recordkeeping and other requirements therein.
Investments of customer-segregated assets and the proceeds from such investments
are only made through, or deposited in, an account or accounts used for the deposit of customer-segregated assets (CFTC Regulation 1.25).
Obligations purchased by an FCM as investments of customer-segregated assets are
separately accounted for as belonging to the FCM’s segregated-commodity customers, and are held or deposited in an account properly segregated in accordance
with Section 4d(a)(2) of the CEAct and the regulations thereunder (CFTC Regulation 1.26, Deposit of instruments purchased with customer funds).

73

Each FCM that invests customer-segregated assets must maintain a record of such
investments that shows, for each investment, the information required by CFTC
Regulation 1.27, Record of investments.
The proceeds of any loan made by an FCM to a segregated-commodity customer
of the FCM to purchase, margin, guarantee, or secure the trades, contracts, or commodity options of such customer are treated, dealt with, and segregated by the
FCM as belonging to such customer (CFTC Regulation 1.30, Loans by futures commission merchants; treatment of proceeds).
Each FCM must prepare, by noon the next business day, a record, as of the close of
previous business day, showing the total amount of customer assets required by the
CEAct to be deposited in segregated accounts, the total amount of assets deposited
in Section 4d(a)(2) segregated accounts, and the amount of the FCM’s residual interest in such segregated-customer assets (CFTC Regulation 1.32).
Each FCM must maintain a record of all securities and property received from customers or option customers, in lieu of money, for purposes of margining, purchasing, guaranteeing, or securing the commodity or commodity option transactions of
such customers or option customers (CFTC regulation 1.36).
Customer funds may be denominated in United States dollars or in a currency in
which funds were deposited by a customer or converted at the instruction of a customer, or in which funds have accrued to a customer as a result of trading conducted on a designated contract market or registered derivatives transaction
execution facility. Unless a customer provides instructions to the contrary, an FCM
may hold customer funds in the United States, in any money-center country (defined in CFTC Regulation 1.49), or in the country of origin of the currency at a
qualified depository under the terms of CFTC Regulation 1.49.
Each day at the close of business, each FCM must hold, in segregated accounts on
behalf of commodity or option customers, sufficient U.S. dollars in the United
States to meet all U.S. dollar obligations, and sufficient funds in each other currency to meet obligations in each such currency; however, assets denominated in
one currency may be held to meet obligations in another currency in accordance
with CFTC Regulation 1.49, which provides that U.S. dollars held in the United
States or in money-center countries may be held to meet obligations in any other
currency, and funds in money-center currencies may be held in the United States or
in money-center countries to meet obligations denominated in currencies other
than the U.S. dollar. Each FCM shall ensure that sufficient records are maintained
to demonstrate compliance with these requirements.
3.50 CFTC Regulation 1.57, Operations and activities of introducing brokers, prohibits
IBs from carrying any commodity futures and options on futures accounts, and from
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accepting any money, securities, or other property to margin, guarantee, or secure commodity futures or options on futures positions. IBs are required to open and carry each
customer’s commodity futures and options trading account at an FCM on a fully-disclosed basis and to transmit promptly, for execution, each customer’s trade orders to the
FCM carrying the customer’s trading account. Consequently, the CFTC’s Regulations
1.20–.30, which require segregation and separate accounting for customers’ assets, are not
applicable to IBs.
3.51 Deposit of customer funds. For convenience, an FCM may deposit segregated funds
received from different Section 4d(a)(2) commodity futures and options customers in the
same segregated account or accounts maintained by the FCM at a bank or trust company,
a commodity clearing organization, or another FCM under CFTC Regulation 1.20. In
the normal course of processing customers’ commodity futures and options trades, an
FCM may also, as necessary, withdraw assets deposited in such segregated accounts and
apply the assets to such purposes as customers’ options premiums payable, customers’ variation margins payable to clearing organizations, commissions, brokerage, interest, taxes,
storage, and other fees and charges lawfully accruing concerning customers’ commodity
futures and options trades.
3.52 Depository account name and acknowledgment. If an FCM deposits customer-segregated assets with a bank, trust company, clearing organization, or another FCM, CFTC
Regulation 1.20a requires that the name or title of the depository account for such funds
must clearly identify the funds in the account as belonging to the customers of the FCM
and that the account be segregated in accordance with the CEAct and the regulations
thereunder.
3.53 In addition, for each such account, an FCM must obtain from the account depository a signed acknowledgment that the depository has been informed that the assets deposited in the customer-segregated account are those of commodity futures and options
customers and are held pursuant to the CEAct and the regulations thereunder. No depository that has received customer assets for deposit in a segregated account may use them
for its own benefit.
3.54 Use of safekeeping or third-party custodial accounts for customer assets. FCMs may not
deposit, hold, or maintain margin funds for customer accounts in third-party accounts,
except that those FCMs not eligible to directly hold assets of their customers (for example,
due to their affiliation with a customer that is an investment company registered with the
SEC under the Investment Company Act of 1940) may use such accounts subject to conditions specified in CFTC Financial and Segregation Interpretation No. 10-1.
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3.55 Deposit of U.S. customers’ assets in foreign depositories. CFTC Regulation 1.49 permits FCMs to hold customer-segregated funds outside of the United States subject to
compliance with its requirements. In addition to the currency denomination requirements
of CFTC Regulation 1.49, there are qualifications for depositories that may hold such
funds. A qualified depository, if located outside the United States, must be
a. an FCM registered with the CFTC,
b. a bank or trust company that has regulatory capital in excess of $1 billion, or whose
commercial paper or long-term debt instrument—or, if part of a holding company
system, its holding company’s commercial paper or long-term debt instrument—is
rated in one of the two highest rating categories by at least one nationally recognized statistical rating organization, or
c. a derivatives clearing organization.
3.56 Care and use of customer-segregated assets. CFTC Regulation 1.21 requires an FCM
to treat and account for all money received, directly or indirectly, or accrued to commodity futures and options customers, as segregated assets. The money received or accrued
may be deposited in a customer-segregated assets account and be treated as fully belonging
to all of the FCM’s Section 4d(a)(2) segregated commodity customers. The individual customers’ trading accounts responsible for the receipts or accruals must be credited for the
specific amounts they are due.
3.57 Investment of customer-segregated assets. CFTC Regulation 1.25 restricts an FCM’s
investments of customer-segregated assets to certain permissible investments, including,
but not limited to (1) U.S. government securities, (2) certificates of deposit, and (3) interests in money market mutual funds. CFTC Regulation 1.25 includes rating requirements,
concentration and weighted-average time-to-maturity limits, recordkeeping requirements,
and restrictions on investment features and investments in instruments issued by affiliates.
See CFTC Regulation 1.25 for complete information.
3.58 All customer-segregated investments must be deposited in customer-segregated
asset accounts maintained by the FCM. FCMs may transfer unencumbered assets, of the
kind set forth in CFTC Regulation 1.25, from its own proprietary accounts directly into
customer-segregated accounts to increase funds segregated for the benefit of its commodity customers. Such FCM-owned investments in customer-segregated accounts shall be
considered customer funds until withdrawn from segregation. FCMs may transfer customer-segregated investments from a segregated account to its own nonsegregated account
up to the extent of its residual financial interest in customers’ segregated funds (the
amount of excess funds in segregation). CFTC Regulation 1.29, Increment or interest resulting from investment of customer funds, allows FCMs to retain any income resulting from
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investments of customer-segregated assets if such investment is not made for any particular customer.
3.59 CFTC Regulations 1.25 and 1.27 require FCMs to prepare and maintain a complete and detailed record of each investment of customer-segregated assets, including a
daily record of the type of instrument, the instrument’s original cost and its current market value and records of transfers of customer-segregated investments, and the disposition
of proceeds from the sale or maturity of such investments. Chapter 2, “FCM/IB Functions, Books, and Records,” discusses the information such an investment record must include in order to comply with CFTC Regulations 1.25 and 1.27.
3.60 In preparing its daily segregation record, an FCM must reflect the securities involved in a reverse repo at the lesser of the current market value of the securities subject to
the reverse repo, or the net amount to be realized by the FCM upon resale of the securities.
3.61 Excess assets in segregation. CFTC Regulation 1.23 provides that the books and
records of an FCM shall, at all times, accurately reflect its interest in customer-segregated
assets. An FCM’s interest in customer-segregated assets is equal to the amount by which
the total amount on deposit in segregated accounts exceeds the total amount of assets required to satisfy the FCM’s obligations to its commodity customers. As a matter of good
business practice, many FCMs maintain excess funds in segregation.
3.62 The FCM’s residual interest in customer-segregated assets, or excess assets in segregation, is computed and shown on the FCM’s daily segregation record. The FCM’s excess
assets in segregation are also shown on the FCM’s segregation statement that is included in
the FCM’s Form-1-FR-FCM financial reports filed with the CFTC and the FCM’s
DSRO.
3.63 Section 4d(a)(2) of the CEAct and the regulations thereunder do not prevent an
FCM from drawing upon assets in segregation to its own order to the extent of its residual
financial interest, that is, the amount of excess assets in segregation. Similarly, an FCM
may add cash to customer-segregated assets to assure that sufficient assets are available to
cover its obligations to its segregated-commodity customers. CFTC Regulation 1.23 permits an FCM to add its own cash and unencumbered securities of the kind set forth in
CFTC Regulation 1.25, but not any other asset, to customer-segregated funds accounts.
3.64 Pursuant to CFTC Regulation 1.16d, the auditor should obtain an understanding
of the FCM’s practices and procedures, and controls regarding compliance with the
CFTC’s segregation regulations and Section 4d(a)(2) of the CEAct. The auditor should
perform those tests that the auditor considers necessary to gain satisfaction that the FCM’s
procedures and controls for segregation of Section 4d(a)(2) customers’ assets provide
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reasonable assurance that the FCM is in compliance with the CFTC’s regulations for segregation under Section 4d(a)(2) of the CEAct.
3.65 If compliance has not been met or the controls and procedures are deemed inadequate, the auditor should consider the notification requirements under CFTC Regulation
1.16 concerning material inadequacies.
3.66 The CFTC has consistently taken a stringent enforcement approach to its regulations requiring an FCM to segregate customers’ assets. This approach is the result of the
objectives of the CFTC’s segregation regulations described previously (that is, to ensure
that customers’ assets are properly safeguarded and separately accounted for, and to protect
customer assets in case of liquidation of an insolvent FCM). The CFTC’s DCIO expects
commodity exchanges and the NFA to monitor their member FCMs’ compliance with the
CFTC’s segregation and related recordkeeping regulations through execution of their programs for infield examination and ongoing surveillance of member compliance.
3.67 Enforcement actions resulting from rule violations may include significant fines
and the banning of individuals from the commodities business for periods of time. Accordingly, industry practice and good business sense compel an FCM to hold sufficient assets in its customer-segregated accounts to assure that the total assets on deposit is
sufficient to cover its obligations to its customers at all times.
3.68 An FCM’s transfer of additional cash into a customer-segregated funds account
should be irrevocably committed to deposit in the account and recognized by the recipient
bank as immediately available, same-day funds. An FCM is required to comply with the
CFTC’s segregation and related recordkeeping regulations at all times.

Foreign Futures and Foreign Options on Futures Customers—Part 30 of
CFTC Regulations
3.69 As stated previously, an FCM’s foreign futures and foreign options customer is defined by CFTC Regulation 30.1c as any person, other than the holder of a proprietary account of the FCM, who is located or based in the United States and trades foreign futures
or foreign options. Regulated foreign futures and foreign options are defined by CFTC
Regulations 30.1a and 30.1b as commodity futures and options contracts traded on, or
subject to the rules of, a foreign board of trade. It is unlawful for any person to engage in
the offer and sale of any foreign futures contract or foreign options transaction for, or on
behalf of, a foreign futures or foreign options customer, except in accordance with Part 30
of the CFTC’s regulations.
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3.70 Certain special procedures, described in the following list, are required for the offer
or sale of foreign stock index futures and futures contracts based on foreign government
debt obligations, to U.S. customers:
Foreign stock index futures. Before an FCM or IB may offer or sell foreign stock
index futures in the United States, the FCM or IB must obtain, from the CFTC’s
Office of General Counsel (OGC), a letter that specifically states that the OGC
will not object to the FCM offering such contracts in the United States.
Foreign government debt obligations. Debt obligations of a foreign country must be
designated as an exempted security by the SEC before a futures contract thereon
can be offered or sold in the United States.
3.71 Foreign futures or foreign options secured amount. In the case of foreign futures customers, CFTC Regulation 30.7a requires an FCM to maintain, in a separate account or
accounts, money, securities, and property required by an FCM to margin, guarantee, or secure open foreign futures contracts plus or minus any unrealized gain or loss on such contracts. In the case of foreign options customers in connection with open foreign options
transactions, CFTC Regulation 30.7a requires an FCM to maintain, in a separate account
or accounts, securities and property representing premiums paid or received, plus any
other funds required to guarantee or secure open transactions plus or minus any unrealized
gain or loss on such transactions. The amount required to cover such obligations is called
the secured amount.
3.72 Under CFTC Regulation 30.7, an FCM may calculate its secured amount using
several different methods. The method chosen by an FCM generally will be based on
whether
Part 30 customer accounts contain only foreign futures and foreign options transactions, or both foreign futures and options transactions and other nonregulated
transactions.
the foreign jurisdiction where an FCM transacts its Part 30 business has a segregation requirement for FCMs that differs from that imposed by the CFTC.
3.73 In calculating its secured amount, an FCM must compute the secured amount for
each of its Part 30 customers’ accounts and combine the results for the accounts into a single total. The CFTC’s Form 1-FR-FCM instructions describes in detail the calculation of
an FCM’s secured amount. The auditor should read and become familiar with the various
considerations involved and methods available to an FCM in the calculation of its secured
amount.
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3.74 Set-aside funds. The money, securities, and property kept by an FCM in separate accounts for the benefit of Part 30 customers are called the FCM’s set-aside funds. CFTC
Regulation 30.7a stipulates that an FCM may not commingle its Part 30 set-aside funds
with the money, securities, or property of the FCM or the FCM’s proprietary or noncustomer accounts. Additionally, CFTC Regulation 30.7d prohibits set-aside funds from
being held, deposited, or otherwise commingled with customers’ funds segregated pursuant to Section 4d(a)(2) of the CEAct.
3.75 Daily secured amount and set-aside funds computation. CFTC Regulation 30.7f requires an FCM to compute, as of the close of each business day, its total set-aside funds,
the secured amount, and the set-aside funds excess or deficiency. The FCM’s record of this
computation is discussed in paragraph 2.22 of this practice aid.
3.76 Acceptable set-aside funds depositories. CFTC Regulation 30.7c requires that an
FCM must deposit set-aside funds with the following entities:
A bank or trust company located in the United States
A bank or trust company located outside the United States that (a) has in excess of
$1 billion regulatory capital, (b) whose commercial paper or long-term debt is
rated in one of the two highest rating categories by at least one nationally recognized statistical rating organization, or (c) is designated or recognized by the CFTC
as an acceptable depository for Part 30 set-aside funds
An FCM registered with the CFTC
A derivatives clearing organization
A member of any foreign board of trade
Such member or clearing organization’s designated depositories
3.77 If a foreign bank or trust company does not otherwise qualify for recognition as a
Part 30 funds depository, an FCM may apply to the CFTC for recognition of the bank or
trust company. The information to be included in the application is described in CFTC’s
Trading and Markets Advisory No. 87-5. See exhibit 3-3 for more information.
3.78 Depository account title and acknowledgment. In order for funds in separate accounts
to qualify as Part 30 set-aside funds, the title of the depository account must identify the
funds in the account as set-aside pursuant to CFTC Regulation 30.7. Furthermore, the
FCM must obtain and keep a written statement from the depository that is signed and
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dated by an officer of the depository and that acknowledges the depository’s understanding of the nature of the funds in the account.
3.79 Investment of Part 30 set-aside funds. In investing Part 30 set-aside funds, FCMs are
bound by their fiduciary obligations to their customers and the requirement that the secured amount, at all times, be liquid and sufficient to cover the current obligations to Part
30 customers. Consequently, investments as described in CFTC Regulation 1.25 are appropriate and acceptable for Part 30 set-aside funds, as are investments in readily marketable securities. The CFTC’s Form 1-FR-FCM instructions defines readily marketable,
as the term applies to investments and securities for CFTC regulatory purposes, and provides guidance on permissible investments of Part 30 set-aside funds.

Customers’ Dealer Options Accounts—CFTC Regulation 32.6, Segregation
3.80 FCMs that engage in commodity dealer options transactions with customers and
carry customers’ dealer options accounts must maintain, in accounts segregated pursuant
to CFTC Regulation 32.6, an amount of funds that equal at least 90 percent of the purchase price paid by each dealer options customer for the dealer options purchased until the
options expire or, if exercised, until all rights of the options customer have been fulfilled.
An FCM operating as a dealer in options with customers is also required by CFTC Regulation 32.6f to compute, as of the close of each business day, the amount of money, securities, and property that is available and required to be held in segregated accounts to
comply with Part 32 of the regulations under the CEAct.

Minimum Financial Requirements for FCMs and IBs
3.81 Section 4f(2) of the CEAct expressly contemplates that adequately financed FCMs
and IBs are necessary to assure customer protection. CFTC Regulation 1.17 was enacted
by the CFTC as one of the regulations under the CEAct that establish minimum financial
requirements for FCMs and IBs. That regulation specifies that the largest minimum financial requirement applicable should apply to an FCM/IB whether imposed by
the CFTC,
a registered futures association (RFA) of which it is a member (presently the NFA is
the only RFA),
SRO(s), of which it is a member, or
the SEC, for FCMs or IBs also registered as broker-dealers.
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3.82 The tables to follow summarize FCM’s and IB’s minimum capital requirements,1
which are covered in detail in paragraphs 3.83–.106. The maximum amount applicable is
required by these rules, which should be consulted to ensure compliance. The CFTC
Reauthorization Act of 2008 establishes minimum net capital levels applicable to any retail
foreign exchange dealer, FCM, or MAP that engages in off-exchange forex transactions
with retail participants. The new capital requirements were increased to $20 million. See
paragraph 3.85 for more information. Information regarding proposed and final CFTC
regulations that implement these and other potential financial requirements related to retail forex transactions will be available on the CFTC’s Web site.
SUMMARY OF MINIMUM CAPITAL REQUIREMENTS
FUTURES COMMISSION MERCHANTS (FCMS)
NFA Financial
Requirements (FR)
Section 1
$500,000

NFA Financial Requirements
Section 11
Forex Dealer Members (FDMs)
$20,000,000 from 05/16/09 forward†

Risk-based capital: 8% of total
customer risk margin plus 4%
of total noncustomer risk margin

Same as CFTC risk-based
regulation

5% of all liabilities owed to customers
(as defined in Compliance Rule 2-36(i)

The amount of adjusted net
capital required by a registered
futures association of which it is
a member

If less than $2 million in
adjusted net capital: $6,000
for each remote location
operated

Any other amount required by Section
1 of NFA’s financial requirements

CFTC Reg. 1.17
$250,000

If less than $2 million in
adjusted net capital: $3,000
for each AP sponsored
$5,000,000 for FCMs that are
counterparties to off-exchange
forex option transactions with
retail customers (however, see
the higher minimum for FDMs
required by NFA FR Section 11).
For FCMs also registered as
securities brokers and dealers, the
amount of net capital required by
SEC Rule 15c3–1(a)
(17 CFR 240.15c3–1(a))

Same as CFTC rule for FCMs
also registered as securities
brokers and dealers
$7,500,000 for FCMs with
affiliates, if the affiliate is
authorized to act as counterparty
to off-exchange forex transactions
(as defined in NFA bylaw 1507(b))
solely by virtue of its affiliation
with a registered FCM

† See paragraph 3.85 for further explanation.

1. Early warning level is 150 percent of requirement, except for risk-based capital, which is 110 percent. For
futures commission merchants (FCMs) that are also registered as broker-dealers, the Securities and Exchange Commission (SEC) specifies 120 percent.
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SUMMARY OF MINIMUM CAPITAL REQUIREMENTS—
INTRODUCING BROKERS (IBS)
CFTC Regulation 1.17
$30,000

NFA Manual Section 5
$45,000

The amount of adjusted net capital required by a
registered futures association of which it is a member

If less than $1,000,000 in adjusted net capital:
$6,000 per office operated and
$3,000 for each AP sponsored

For IBs also registered as securities brokers and dealers,
the amount of net capital required by SEC Rule
15c3-1(a) (17 CFR 240.15c3-1(a))

Same as CFTC rule for IBs also registered as
securities brokers and dealers

3.83 Minimum capital requirements. An FCM is required by CFTC Regulation 1.17 to
maintain adjusted net capital, as defined by CFTC Regulation 1.17c-5, equal to, or in excess of, the greatest of the amounts described in the table at paragraph 3.82.
3.84 An FCM or IB must also comply with the minimum net capital requirements of
SROs, such as the commodity exchanges and NFA, of which the FCM or the IB is a member. Under CFTC Regulation 1.52, Self-regulatory organization adoption and surveillance of
minimum financial requirements, an SRO’s minimum net capital requirements for an FCM
or IB must be at least as stringent as the minimum net capital requirement set by the
CFTC. If an FCM or IB is also a securities broker-dealer required to be registered with the
SEC, the FCM or IB must comply with the SEC’s, CFTC’s, or SRO’s minimum net capital requirement, whichever is greater. For example, NFA’s rules include a minimum capital requirement for an FCM that is higher than the CFTC’s minimum capital
requirement. NFA Section 1, Futures Commission Merchants Financial Requirements, requires an FCM to maintain adjusted net capital equal to, or in excess of, the greatest of the
following:
$500,000
$6,000 for each remote location operated (for example, proprietary branch offices,
main office of each guaranteed IB, and branch offices of each guaranteed IB), for
member FCMs with less than $2,000,000 in adjusted net capital
$3,000 for each AP sponsored (including APs sponsored by guaranteed IBs), for
member FCMs with less than $2,000,000 in adjusted net capital
The amount of net capital specified in SEC Rule 15c3-1(a) (17 CFR 240.15c31(a)), for securities brokers and dealers
8 percent of domestic- and foreign-domiciled customer and 4 percent of noncustomer (excluding proprietary) risk maintenance margin/performance bond requirements, for all domestic and foreign futures and options on futures contracts
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excluding the risk margin associated with naked long options positions (risk based
capital requirement)
$7,500,000 for member FCMs with an affiliate described in Section
2(c)(2)(B)(ii)(III) of the CEAct that engages in off-exchange forex transactions
with retail customers (as those terms are defined in Compliance Rule 2-36(h) and
(i)) and that is authorized to engage in those transactions solely by virtue of its affiliation with a registered FCM
$5,000,000 for member FCMs that are counterparties to off-exchange forex options transactions with retail customers (as those terms are defined in Compliance
Rule 2-36(h) and (i))
3.85 As an additional requirement, NFA FDMs must maintain adjusted net capital as
defined by CFTC Regulation 1.17 (see previous list) equal to, or in excess of, the greatest
of the following:
$20,000,000
5 percent of all liabilities owed to customers (as defined in Compliance Rule
2.36(i))
Any other amount required by Section 1 of NFA’s financial requirements
3.86 An IB is required by CFTC Regulation 1.17a to maintain adjusted net capital, as
defined by CFTC Regulation 1.17c-5, equal to or in excess of the greatest of the amounts
described in the table at paragraph 3.82.
3.87 NFA section 5, Introducing Broker Financial Requirements, requires each member
IB, except an IB operating pursuant to a guarantee agreement that meets the requirements
set forth in CFTC Regulation 1.10j, to maintain adjusted net capital equal to, or in excess
of, the greatest of the following:
$45,000
$6,000 per office operated by the IB (including the main office), for member IBs
with less than $1,000,000 in adjusted net capital
$3,000 for each AP sponsored by the IB, for member IBs with less than
$1,000,000 in adjusted net capital
The amount of net capital required by Rule 15c3-1(a) of the SEC (17 CFR
240.15c3-1(a)), for securities brokers and dealers
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3.88 Computation of risk-based capital requirement for FCMs. An FCM’s risk-based capital requirement is based on margin requirements for the accounts of the FCM’s customers,
as defined in CFTC Regulation 1.17b-7, and the accounts of its noncustomers, as defined
in CFTC Regulation 1.17b-4. The FCM’s risk-based capital requirement is the sum of 8
percent of the total risk margin requirement, as defined in 1.17b-8, for positions carried
by the FCM in customer accounts, plus 4 percent of the total risk margin requirement for
positions carried in noncustomer accounts.
3.89 CFTC Regulation 1.12 requires an FCM to notify the CFTC and an IB to notify
the NFA if either fails to maintain levels of liquid assets that are sufficient in an amount to
support the risk of the business operations in which the FCM or IB is engaged. A determination whether an FCM or IB has sufficient liquid assets and is properly capitalized is
based on computation of the following two amounts, pursuant to CFTC Regulation 1.17:
The FCM’s or IB’s adjusted net capital, as defined by CFTC Regulation 1.17c-5,
which is the FCM’s or IB’s net capital reduced for the market, credit, or operational
risk inherent in the business in which the FCM or IB currently is engaged
The FCM’s or IB’s minimum capital requirement, as defined by CFTC Regulation
1.17a-1 and 1.17a-2
3.90 Net capital. In computing its adjusted net capital for regulatory purposes, an FCM
or IB must first compute its net capital. CFTC Regulation 1.17c-1 defines net capital as
the amount by which the FCM’s or IB’s current assets (defined by CFTC Regulation
1.17c-2) exceed the FCM’s or IB’s total liabilities (defined by CFTC Regulation 1.17c-4).
3.91 In computing net capital, CFTC Regulation 1.17c-4 allows an FCM or IB to
deduct certain liabilities from its total liabilities. Among the items that may be deducted
from total liabilities are liabilities subordinated to the claims of all general creditors of the
FCM or IB pursuant to a satisfactory subordination agreement, as defined by CFTC Regulation 1.17h.
3.92 CFTC Regulation 1.17d requires that an FCM have equity capital of no less than
30 percent of its debt-equity total, which consists of equity capital plus the unpaid principal amount of satisfactory subordinated debt that does not qualify as equity capital. Equity
capital includes traditional owners’ equity accounts plus satisfactory subordinated debt
with an initial term of at least 3 years and a remaining term of no less than 12 months and
without certain types of accelerated maturity or special prepayment features. CFTC Regulation 1.17e imposes withdrawal restrictions on such equity capital.
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3.93 Subordination agreements include subordinated loan agreements and subordinated
secured demand note agreements. A subordinated loan agreement governs a loan of cash
to an FCM or IB, whereas a secured demand note agreement governs a loan evidenced by
a secured demand note and a deposit of securities or cash with the FCM or IB to secure
payment of the secured demand note.
3.94 To qualify as a satisfactory subordination agreement allowing exclusion of the related subordinated debt from total liabilities for net capital computation purposes, a subordination agreement must meet certain minimum and nonexclusive requirements,
including that the agreement
be written.
have a minimum term of one year.
be for a specific dollar amount.
effectively subordinate the lender’s right to prior payment of all claims of present
and future creditors.
give the FCM or IB the right to deposit any cash proceeds in its own name in any
bank, and the right to pledge or hypothecate the securities without notice.
meet certain prepayment restrictions.
suspend the repayment or maturity obligation if, after giving effect to the obligation, the FCM’s or IB’s adjusted net capital would be less than the following:
— 120 percent of its minimum dollar capital requirement as specified in CFTC
Regulation 1.17a-1-i-A or 1.17a-1-iii-A
— 120 percent of its minimum risk-based capital requirement as defined in
CFTC Regulation 1.17a-1-i-B, for an FCM
— The net capital specified in SEC Rule 15c3-1d(b)(8)(i), for an FCM or IB that
is also a securities broker-dealer
3.95 All executed subordination agreements must be approved by the FCM’s or IB’s
DSRO before they can be treated as satisfactory subordination agreements in computing
the FCM or IB’s net capital. Standardized subordinated loan agreement forms and secured
demand note agreement and related secured demand note collateral agreement forms are
available from an FCM’s or IB’s DSRO. In addition, FCMs or IBs also registered as a securities broker or dealer may require a separate agreement and approval from their designated examining authority.
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3.96 CFTC’s Form 1-FR-FCM instructions and Form 1-FR-IB instructions provide detailed descriptions of the computation of net capital for FCMs and IBs, respectively. In determining an FCM’s or IB’s regulatory capital under CFTC Regulation 1.17, an FCM’s or
IB’s net capital is reduced by charges required to be taken against net capital. The result is
the FCM’s or IB’s adjusted net capital.
3.97 For adjusted net capital computation purposes, CFTC Regulation 1.17 introduces
the term noncustomer account, and defines proprietary account in a more limited way
than proprietary account is defined by CFTC Regulation 1.3y. (See the section entitled
“Definition of Customer and Proprietary Accounts,” that begins with paragraph 3.41 in
this chapter.) The distinctions between customer, noncustomer, and proprietary accounts
become important when computing the charges to be taken against an FCM’s net capital
for undermargined customer and noncustomer trading accounts, and for open futures and
options positions held in proprietary trading accounts.
3.98 CFTC Regulation 1.17c-5, which incorporates several provisions of SEC Rule
15c3-1, sets forth the various charges to be applied against an FCM’s net capital to compute its adjusted net capital. Among these charges are deductions from net capital for the
following:
Cash commodity inventories, fixed price commitments, and forward contracts
Forward contracts and account balances denominated in a foreign currency
Securities owned by the FCM
Securities purchased under agreements to resell (reverse repo)
Securities sold under agreements to repurchase (repos)
Securities and commodity options
Undermargined futures and options on futures trading accounts carried by the
FCM
Open commodity positions in the FCM’s proprietary accounts
Unsecured receivables from foreign brokers
Any deficiency in collateral for a secured demand note
Any net capital benefit derived from filing a consolidated financial report, if the
FCM is unable to obtain the opinion of counsel required by CFTC Regulation
1.17f-2-ii with respect to distribution of the affiliate’s net assets
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3.99 Early warning level. When computing its adjusted net capital and minimum net
capital requirement, an FCM is also required to compute its early warning capital level. An
FCM’s early warning capital level is defined by CFTC Regulation 1.12b as the greatest of
the following:
150 percent of the minimum dollar amount
110 percent of its minimum risk-based capital requirement as defined in CFTC
Regulation 1.17a-1-i-B
150 percent of the amount of adjusted net capital required by a RFA, unless such
amount has been determined by a margin-based capital computation
The net capital specified in SEC Rule 17a-11(b), for an FCM that is also a securities broker-dealer
3.100 NFA and commodity exchanges located in the United States may have early
warning capital and early warning notification requirements that are at least as stringent as
those of the CFTC.
3.101 CFTC Regulation 1.12b specifies the CFTC’s requirements for early warning notices. A notice must be filed within 24 hours from the time the FCM knew, or should have
known, that its adjusted net capital was below its early warning level. The FCM must file
written notice to that effect with the following:
The regional office of the CFTC for the region in which the FCM’s principal place
of business is located
The CFTC’s principal office in Washington, D.C.
The FCM’s DSRO
Other SROs of which the FCM is a member, as required by the SRO’s rules
The SEC and related securities SRO, if the FCM is also a registered securities
broker-dealer
3.102 An FCM is also required to monitor its adjusted net capital position and net capital requirement, and to meet the capital rules of the CFTC and other regulatory bodies, as
applicable, at all times. By monitoring the amount of adjusted net capital in excess of early
warning levels and minimum capital requirements, the CFTC and the FCM’s or IB’s
DSRO are able to take action to protect customers before the time at which the FCM’s or
IB’s assets would be insufficient to satisfy customers’ claims in case of liquidation.
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3.103 Undercapitalization. If an FCM’s or IB’s adjusted net capital is less than the minimum net capital required by CFTC Regulation 1.17a, including the requirements of an
RFA, the FCM or IB is required by CFTC Regulation 1.17a to cease doing business as an
FCM or IB until the entity can demonstrate to the CFTC its ability to comply with
CFTC Regulation 1.17a. In addition, the FCM may be required by the CFTC or the
FCM’s DSRO to transfer all of its customer accounts to another FCM. The CFTC or the
FCM’s or IB’s DSRO may exempt the FCM or IB from the cessation of business requirements if the FCM or IB affirmatively demonstrates the ability to bring itself into capital
compliance within 10 business days.
3.104 CFTC Regulation 1.12 requires an FCM or IB whose adjusted net capital is, at
any time, less than the minimum capital required by CFTC Regulation 1.17 or by the
capital rule of an RFA to which it is subject, to notify immediately the CFTC and other
regulatory authorities of the undercapitalization. The FCM or IB must give such notice
within 24 hours after it knew, or should have known, that its adjusted net capital was less
than the minimum capital required.
3.105 After notifying the CFTC and other regulatory authorities of the undercapitalization, the FCM or IB must also file, pursuant to CFTC Regulation 1.12a, financial statements and a computation of minimum capital requirements with the CFTC and other
regulators. The FCM or IB must file the financial statements and capital computation
with the CFTC within 24 hours after giving notice of its undercapitalization.
3.106 Equity capital requirement and restriction on withdrawal of equity capital. CFTC
Regulation 1.17d requires each FCM or IB to maintain equity capital of not less than 30
percent of the entity’s debt-equity total, as those terms are defined by CFTC Regulation
1.17d. Under CFTC Regulation 1.17e, no equity capital may be withdrawn from an
FCM or IB, or from any of its consolidated subsidiaries or affiliates, if the withdrawal
would reduce equity capital to less than 30 percent of the required debt-equity total, or
would reduce the FCM’s or IB’s adjusted net capital to an amount less than the amounts
specified by CFTC Regulation 1.17e-1. Commodity exchanges in the United States and
other regulatory bodies may have similar equity capital requirements and withdrawal
restrictions.

Recordkeeping Requirements for FCMs and IBs—CFTC Regulations 1.18
and 1.31–.37
3.107 FCMs and IBs are required by CFTC regulations to prepare and maintain a variety of specific records and computations. CFTC Regulations 1.18 and 1.35a require
FCMs and IBs to prepare and maintain full, complete, and systematic records, with all
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pertinent data and memoranda, of all transactions relating to their business of dealing in
commodity futures, commodity options, and cash commodities.
3.108 CFTC Regulation 1.31, Books and records; keeping and inspection, states an FCM
or IB must maintain all books and records required by the CEAct and the CFTC’s regulations thereunder for 5 years from the dates of the records. Such books and records must be
readily accessible during the first 2 years of the 5-year period and be open to inspection by
any representative of the CFTC or U.S. Department of Justice. CFTC Regulation 1.31
prescribes the acceptable forms or media on which such records may be maintained.
3.109 The principal recordkeeping regulations about FCMs and IBs are CFTC Regulations 1.18, 1.31–.37, and 1.57. Chapter 2 of this practice aid describes and discusses the
books and records FCMs and IBs are required to maintain under the CEAct and the
CFTC’s regulations.
3.110 The Bank Secrecy Act, as amended by the Uniting and Strengthening America by
Providing Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001
(USA PATRIOT Act), imposes additional record keeping and reporting requirements on
FCMs and IBs. (See the section entitled “Anti-Money Laundering,” that begins at paragraph 3.132 for more information.)

Margin Requirements
3.111 All open futures or options on futures positions carried by an FCM for trading accounts at the FCM are subject to margin requirements. As a result, an FCM is required to
deposit funds with commodity exchange clearing organizations to satisfy margin requirements set by the clearing organizations to carry the FCM’s open positions. Similarly, the
owner of a commodity futures or options trading account carried by an FCM must satisfy
the margin requirements set by the FCM for the open positions held in the account. Margin deposits are performance bonds that provide protection to FCMs and to all futures
and options market participants.
3.112 Each commodity exchange clearing organization establishes margin requirements
for the open futures and options on futures positions held by each of its clearing members
at the clearing organization. A clearing organization may, at its discretion, require clearing
members to deposit additional margin with the clearing organization.
3.113 The minimum margin required for open positions in a trading account carried by
an FCM is set by the clearing organizations of the exchanges on which the contracts are
traded. In addition, CFTC Regulation 1.58, Gross collection of exchange-set margins,

90

requires that an FCM that carries an account for another FCM or foreign broker on an
omnibus basis must collect—and each FCM having an omnibus account at another FCM
must deposit—the margin required by the exchange for each open position in the account
on an individual contract, or gross basis, unless exchange rules specifically allow the position to be margined as a spread or hedged position.
3.114 Margin requirements differ for each open futures or options on futures position.
Exchange rules specify the kinds of funds or assets that an FCM may accept to margin
trading accounts. When calculating margins, exchanges generally use the Standard Portfolio Analysis of Risk Margin System (SPAN).
3.115 In periods of intense speculation and high trading volume, or during times of
great market price volatility, commodity exchanges will often increase margin requirements. These increased margin requirements will remain in effect until the exchange determines that market conditions have returned to normal or warrant a change in margin
requirements.
3.116 FCMs determine the margin requirements for the open positions in each of the
trading accounts they carry. An FCM’s determination of the margin required in a trading
account may vary according to the financial capabilities of each trading account owner,
but may be no less than the exchange-set minimums.
3.117 An FCM must monitor daily the trading accounts it carries and determine
whether the accounts are properly margined. An FCM’s daily monitoring of the margin
status of trading accounts is essential to the following:
Ensuring the FCM’s compliance with exchange margin rules
Managing the market and credit risk to the FCM inherent in the trading accounts
the FCM carries
Ensuring the FCM’s compliance with the minimum net capital requirements established by the CFTC and SROs, of which the FCM is a member
3.118 Trading accounts carried by an FCM that have insufficient funds on deposit with
the FCM to satisfy exchange minimum margin requirements (that is, accounts that are
undermargined) may adversely affect the FCM’s regulatory net capital position. CFTC
Regulations 1.17c-5-viii and 1.17c-5-ix require an FCM to compute and apply, against its
net capital, a specified charge based on the amounts by which individual customer, noncustomer, and omnibus accounts at the FCM are undermargined. The CFTC’s Form 1FR-FCM instructions and The Joint Audit Committee’s Margin Handbook (effective
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January 1, 1995) describe how the charges for undermargined accounts under CFTC Regulation 1.17c-5-viii and 1.17c-5-ix must be computed by an FCM.
3.119 FDMs must collect and maintain security deposits for each transaction in accordance with Section 12 of the NFA Compliance Manual. However, an FDM that consistently maintains adjusted net capital of at least twice the minimum amount required is
exempt from collecting and maintaining security deposits.

Risk Assessment Rules—CFTC Regulations 1.14–.15
3.120 The CFTC’s risk assessment regulations aid evaluation of risk exposure resulting
from the business activities of affiliates. CFTC Regulations 1.14–.15 establish risk assessment recordkeeping requirements and risk assessment reporting requirements for FCMs.
3.121 The CFTC’s risk assessment regulations are designed to enhance the effectiveness
of existing safeguards for customer funds by providing the CFTC with increased access to
material information concerning the operations of affiliates of an FCM whose activities
may expose the FCM to financial or operational risks. The regulations recognize that an
FCM’s operations and financial condition may be materially affected by, and only understood in conjunction with, the activities of affiliated entities, many of which may be unregulated. The reporting requirements for FCMs under the risk assessment regulations are
intended to augment the CFTC’s ability to make informed judgments and responses during major market moves or other financial events affecting the commodities industry.
3.122 Exemptions from CFTC Regulations 1.14–.15. FCMs that meet all of the following
conditions are exempt from the requirements of CFTC Regulations 1.14–.15. They (a)
hold less than $6,250,000 of customer assets, (b) have adjusted net capital of less than
$5,000,000, and (c) are not clearing members of any commodity exchange. Exemptions
from some of the reporting requirements of CFTC Regulations 1.14–.15 may also be
provided for FCMs having affiliates that are subject to regulation by a federal banking
agency, a state insurance commission or other similar state agency, or a foreign regulatory
authority.
3.123 Besides the risk assessment regulations, the CFTC has other regulations that require FCMs to carry out certain risk management procedures. These procedures include
supervising the activities of account executives and other employees, reconciling important operating and control accounts, maintaining current books and records, monitoring
the FCM’s or IB’s financial condition at all times, and ensuring compliance with the
CFTC’s minimum financial requirements for an FCM.
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3.124 Recordkeeping requirements. CFTC Regulation 1.14 requires an FCM that is part
of a holding company to maintain records related to its financial risk exposure from the
business activities of affiliates and MAPs. A MAP, as described in CFTC Regulation 1.14a2, is an affiliate of an FCM whose activities are likely to have a material effect on the financial condition or operations of the FCM. Under CFTC Regulation 1.14, each FCM is
required to prepare and maintain, in accordance with CFTC Regulation 1.31, the following records:
An organization chart that includes the FCM and each of its affiliated persons and
identifies which of the affiliated persons are MAPs
The FCM’s written policies, procedures, and systems for monitoring and controlling risks to the FCM’s financial condition or operations resulting from the activities of affiliates, and for managing the risks associated with the FCM’s proprietary
and noncustomer clearing activities, along with a description of the FCM’s financing and capital sources
Fiscal year-end consolidated and consolidating financial statements for the highest
level MAP within the FCM’s organizational structure
3.125 On the organization chart, the FCM should identify which of the FCM’s MAPs
file routine financial or risk exposure reports with the SEC, a federal banking agency, an
insurance commissioner, or foreign regulatory authority. The chart should also show
which of the FCM’s MAPs, if any, are dealers and end users of financial instruments with
off-balance sheet risk, such as swaps, options, futures contracts, and forward contracts.
3.126 An FCM’s written policies and procedures for managing the risks associated with
the FCM’s proprietary and noncustomer clearing activities should address the risks and
describe the controls relating to the FCM’s or IB’s proprietary trading, the trading of the
FCM’s or IB’s affiliates, and the trading of the FCM’s or IB’s officers, APs, and employees.
The FCM’s written policies and procedures should also describe the FCM’s or IB’s procedures for monitoring positions in trading accounts, and policies relating to restrictions on
trading activities.
3.127 Reporting requirements. CFTC Regulation 1.15 requires an FCM to file with the
CFTC, within 60 calendar days after its registration as an FCM with the CFTC is approved, a copy of the FCM’s or IB’s organization chart and written policies, procedures,
and systems required to be maintained under CFTC Regulation 1.14. An FCM must also
file an updated organizational chart or revised risk management policies, procedures, and
systems with the CFTC within 60 calendar days after the end of the fiscal quarter in which
a material change in the FCM’s organizational chart or risk management policies, procedures, and systems has occurred.
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3.128 The consolidated and consolidating financial statements required by CFTC Regulations 1.14–.15 must be filed by an FCM with the CFTC within 105 days after an
FCM’s fiscal year end. The statements filed should include consolidated and consolidating
balance sheets and income statements, and consolidated cash flow statements for the highest level MAP in the FCM’s organizational structure, which shall include the FCM and its
other MAPs.
3.129 An FCM that is required to file, or has a MAP who is required to file, a Form 17H risk assessment report with the SEC may file a copy of the Form 17-H with the CFTC
to satisfy the CFTC’s reporting requirements for an organization chart and consolidated
and consolidating financial statements. The FCM would, however, still be required to file
copies of its written risk management policies, procedures, and systems under CFTC Regulation 1.15. Also, if the Form 17-H does not designate all MAPs of the FCM, as required
by CFTC Regulation 1.14a-1-i, the FCM must supplement the copy of the Form 17-H
filed with the CFTC to include those MAPs.
3.130 Overview of SEC’s risk assessment rules. The SEC’s risk assessment rules 17h-1T
and 17h-2T were implemented in 1992. The SEC’s risk assessment rules are similar to the
CFTC’s regulations in that the SEC’s rules require securities broker-dealers to maintain
and file the following with the SEC (on Form 17-H):
An organization chart showing the FCM’s or IB’s affiliates and material associated
persons
A written description of the FCM’s risk management policies and procedures
Consolidated and consolidating financial statements for the FCM and its material
associated persons
3.131 Although similar to the CFTC’s regulations, the SEC’s risk assessment rules differ
from the CFTC’s regulations in certain respects. For example, unlike the CFTC, the SEC
requires a broker-dealer to maintain and disclose in its risk assessment filings a description
of all material pending legal or arbitration proceedings involving the broker-dealer or its
MAPs. The SEC also requires a broker-dealer to file quarterly financial statements and detailed financial and securities-related information for each MAP.

Anti-Money Laundering
3.132 The USA PATRIOT Act requires FCMs and IBs to implement certain recordkeeping and reporting requirements. They must also establish an anti-money laundering (AML) program, which, at a minimum, must contain the following components:
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(1) development of internal policies, procedures, and controls; (2) designation of a compliance officer; (3) an ongoing employee training program; and (4) an independent audit
function to test programs.
3.133 FCMs and IBs must also establish, document, and maintain a written customer
identification program (CIP). This program must be appropriate for the FCM’s/IB’s size
and business, be part of the FCM’s or IB’s AML compliance program, and, at a minimum,
must contain the following four elements: (1) establishment of identity verification procedures; (2) maintenance of records related to CIP; (3) determination of whether a customer
appears on any designated list of terrorists or terrorist organizations; and (4) mechanism
for providing customers with notice that information is being obtained to verify their
identities.
3.134 Among other things, these rules require that FCMs or IBs independently test
their AML programs. The independent tests should occur on an annual basis. FCMs or
IBs may use internal staff as long as they are independent from the AML program itself
and have the knowledge they need to effectively evaluate a firm’s AML system; however,
some firms may find it more cost effective to use a qualified outside party. Training internal staff and establishing procedures to ensure their independence also costs money. Some
small firms have coordinated with other small firms to hire an outside auditor at a reduced
group rate.

Notices Required From FCMs and IBs—CFTC Regulation 1.12
3.135 If an FCM or IB fails to comply with the financial and recordkeeping requirements of the CFTC, or experiences a significant decline in its adjusted net capital or significant events regarding the margining of the trading accounts it carries, the FCM or IB
may have to give immediate notice by phone, to be confirmed in writing by fax, to the
CFTC, the FCM’s or IB’s DSRO, and the SEC and related securities SROs if the FCM or
IB is also a registered securities broker-dealer. CFTC Regulation 1.12 sets forth events or
conditions that would require an FCM or IB to notify regulatory authorities. These situations are summarized as follows:
The FCM’s or IB’s adjusted net capital is below the minimum adjusted net capital
required by CFTC Regulation 1.17 or by the rules of the FCM’s or IB’s DSRO.
The FCM’s adjusted net capital is below the early warning level for adjusted net
capital required by CFTC Regulation 1.12b or by the rules of the FCM’s or IB’s
DSRO.
The FCM or IB has failed to make or keep current the books and records required
by the regulations under the CEAct.
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The FCM or IB discovers, or is notified by its independent public accountant, that
a material inadequacy, as defined by CFTC Regulation 1.16d-2, exists in the
FCM’s or IB’s accounting system, internal accounting controls, or the procedures
for safeguarding customer and firm assets.
An account carried by an FCM for another FCM fails to meet a call for margin or
fails to make other required deposits with the carrying FCM.
An account carried by the FCM is undermargined by an amount that exceeds the
FCM’s adjusted net capital.
An account carried by the FCM is subject to a margin call, or call for other deposits
required by the FCM, which exceeds the FCM’s excess adjusted net capital, and
such call has not been answered by the close of business on the day following the
issuance of the call.
The FCM’s excess adjusted net capital is less than 6 percent of the maintenance
margin required by the FCM on all positions held in accounts of noncustomers
other than noncustomers who are FCMs or securities broker-dealers.
The FCM’s net capital (or tentative net capital with an FCM that is also a securities
broker-dealer) has declined by 20 percent or more of the FCM’s net capital (or tentative net capital, as applicable) as last reported in financial reports filed with the
CFTC pursuant to CFTC Regulation 1.10.
If a withdrawal of equity, advance, or other action by a stockholder or partner of
the FCM would cause a 30 percent or more reduction in the FCM’s excess adjusted
net capital (or excess net capital, as defined by SEC rules, if the FCM is also a securities broker-dealer), as compared with its excess adjusted net capital (or excess
net capital under SEC rules) as last reported in its financial reports filed with the
CFTC pursuant to CFTC Regulation 1.10. (The FCM must notify the CFTC and
the DSRO of the reduction in excess net capital and its cause at least 2 business
days before the event that would cause the reduction.)

Reporting Requirements
Financial Reports of FCMs and IBs
3.136 Filing of financial reports. CFTC Regulation 1.10b requires an FCM to file with
the CFTC and the FCM’s DSRO an unaudited financial report as of the end of each
month within 17 business days from the end of the reporting period.
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3.137 CFTC Regulation 1.10b requires an IB to file with the IB’s DSRO (NFA) an
unaudited semiannual financial report within 17 business days from the end of the reporting period.
3.138 Annual audited reports. Each financial report filed by an FCM or IB as of their fiscal year end must be audited by an independent public accountant in accordance with
CFTC Regulation 1.16 and filed within 90 calendar days of year end unless the FCM or
IB is also a registered securities broker-dealer, in which case the FCM or IB is required to
file its audited annual report within 60 days of year end. FCMs should file with the CFTC
and their DSRO. IBs need file only with the NFA. CFTC Regulation 1.10d-2 sets forth
the financial statement disclosures and reconciliations required to be included in an
FCM’s or IB’s audited annual report. (See chapter 4, “Financial Statements of Futures
Commission Merchants and Introducing Brokers, Presentation and Classification,” of this
practice aid for a detailed description of the regulatory and other considerations regarding
an FCM’s and IB’s annual audited financial reports and financial statements.)
3.139 CFTC Regulation 1.10d-3 allows the audited annual report to be presented in a
format in accordance with generally accepted accounting principles (GAAP) rather than in
the Form 1-FR-FCM or Form 1-FR-IB format. If the report is presented in a format in accordance with GAAP, the report must include a reconciliation of total assets and liabilities
on the statement of financial condition to current assets and total liabilities on the statement of the computation of the minimum capital requirements. This reconciliation,
which is required to be a part of the audited annual report, should be prepared in the format prescribed by the CFTC’s Form 1-FR-FCM instructions.
3.140 The annual audit for subsequent years must be as of the same date unless the
DSRO (or designated examining authority (DEA) if the FCM or IB is also a brokerdealer) issues prior written approval for a change of the entity’s reporting year, and the entity has provided a copy of such written approval to the CFTC as required by CFTC
Regulation 1.10e-2. The audit and reporting requirements for financial reports certified
by an independent public accountant were discussed earlier in this chapter.
3.141 Use of Form 1-FR-FCM. Except for FCMs’ year-end audited reports and financial
reports filed by FCMs who are also securities broker-dealers, FCMs are required to file
their monthly financial reports on a CFTC Form 1-FR-FCM, and IBs must use a CFTC
Form 1-FR-IB for their required semiannual report. Each Form 1-FR-FCM filed with the
CFTC must be completed in accordance with the CFTC’s Form 1-FR-FCM instructions,
which are available at the CFTC’s Web site.
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3.142 Use of FOCUS reports. An FCM or IB that is also registered with the SEC as a
broker-dealer in securities may file SEC Form X-17A-5 (a Financial and Operational
Combined Uniform Single (FOCUS) Report) under the Securities Exchange Act of 1934
instead of Form 1-FR-FCM or Form 1-FR-IB. However, all information that is required
to be furnished on, and submitted with, Form 1-FR must be provided with such FOCUS
Report.
3.143 Contents of financial reports. CFTC Regulation 1.10d specifies the financial statements and other information that must be included in an FCM’s or IB’s financial report
filed with the CFTC. The required financial statements and other information are as
follows:
Oath or affirmation
Statement of financial condition
Statement of income (loss) and statement of cash flows, which are routinely required only with the filing of year-end audited reports
Statement of changes in ownership equity
Statement of changes in liabilities subordinated to the claims of general creditors
pursuant to a satisfactory subordination agreement
Notes to financial statements
Such further information as may be necessary, for the 5 immediately preceding
items, to make the required statements and schedules not misleading and fairly
stated in relation to the basic financial statements as a whole (for example, omitting
appropriate disclosures regarding unconsolidated subsidiaries)
Statement of the computation of the minimum capital requirements
Statement of segregation requirements and funds in segregation for customers trading on U.S. commodity exchanges
Statement of segregation requirements and funds in segregation for customers’
dealer options accounts
Statement of secured amounts and funds held in separate accounts for foreign futures and foreign options customers pursuant to CFTC Regulation 30.7
Reconciliations, including appropriate explanation of any material differences between the computation of minimum capital requirements, segregation requirements and funds in segregation for customers trading on U.S. commodity
exchanges, segregation requirements and funds in segregation for customers’ dealer
options accounts, and secured accounts and funds held in separate accounts for
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foreign futures and foreign options customers pursuant to CFTC Regulation 30.7
included in the original unaudited 1-FR filing and the corresponding computations contained in the audited financial statements (or a statement that no material
differences exist, pursuant to CFTC Regulation 1.10d-2-vi or SEC Rule 17a5(d)(4))
Supplemental report by the accountant describing any material inadequacies that
exist or have existed since the date of the previous audit, and indicating any corrective action taken or proposed by the registrant in regard thereto (or a statement that
the audit did not disclose any material inadequacies)
3.144 For FCMs and IBs that are also securities broker-dealers, the annual audited financial statements must also contain supplemental schedules and information as required
by SEC Rule 17a-5, such as the following:
Computation of net capital and required net capital under SEC Rule 15c3-1
Computation for determination of reserve requirements and, if required, proprietary accounts of introducing brokers reserve requirements under exhibit A of SEC
Rule 15c3-3
Information relating to the possession or control requirements under SEC Rule
15c3-3
Reconciliations, including appropriate explanations of any material differences between the broker-dealer’s computation of net capital under SEC Rule 15c3-1, the
computation for determination of the reserve requirements under exhibit A of SEC
Rule 15c3-3, and a schedule of segregation requirements and funds in segregation
included in the original unaudited FOCUS filing and the corresponding computations contained in the audited financial statements (or a statement that no material
differences exist, pursuant to SEC Rule 17a-5(d)(4))
3.145 The contents of each of the annual audited financial statements are discussed in
chapter 4, and illustrations are presented in the “Financial Statements and Other Exhibits”
section of that chapter. FCMs and IBs that have issued securities to the public may also be
subject to the disclosure rules that apply to publicly held companies. Such rules require
that comprehensive financial information (including statements of income and cash flows)
be disseminated to stockholders.
3.146 As required by CFTC Regulation 1.10c, an FCM must file one copy of its annual
audited report, including the independent public accountant’s report on the audited financial statements and schedules in the report, the independent public accountant’s supplemental report on the entity’s internal control structure (see paragraph 3.26 in this
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chapter), and the registrant’s oath or affirmation with the regional office of the CFTC
nearest to the principal place of business of the entity. An IB must file these items with the
NFA, which by arrangement with the CFTC makes available to the CFTC the data filed
with the IB. The FCM must also file one copy of its audited annual report with its DSRO.
An FCM or IB may be required to file additional copies of its audited annual report with
other regulatory bodies or governmental agencies depending on the nature and location of
the FCM’s or IB’s operations.

Consolidation of Subsidiaries
3.147 CFTC Regulation 1.17f-1 and the instructions to the Form 1-FR-FCM and to
the Form 1-FR-IB require an FCM or IB to consolidate the assets and liabilities of any
subsidiary or affiliated company in the FCM’s or IB’s financial report if the FCM or IB
guarantees, endorses, or assumes, either directly or indirectly, the obligations or liabilities
of the subsidiary or affiliate company. If, however, the effect of consolidating any subsidiary or affiliate company is to increase the FCM’s or IB’s excess adjusted net capital, and
the FCM or IB wants the increase to be recognized as an increase in its excess net capital,
an opinion that states that the net assets of the subsidiary or affiliate can be liquidated and
distributed to the FCM or IB within 30 calendar days, and that includes the other representations required by CFTC Regulation 1.17f-2, must be obtained from outside legal
counsel as of the date of the financial statements. No FCM or IB may rely on any benefit
from consolidation of a subsidiary or affiliate to meet its minimum net capital requirement. If the proper legal opinion is obtained, such a benefit may only be recognized to increase reported excess net capital. In the case of a subsidiary consolidation, any benefit to
be reported from consolidation should be reduced by the value attributable to any minority interest in the subsidiary not owned by the FCM or IB.
3.148 The opinion of outside legal counsel must be renewed with each annual audit and
retained by the FCM. No increase in excess net capital is permitted as a result of consolidating a subsidiary or affiliate unless such a legal opinion is obtained.

Extension of Time for Filing Audited Report
3.149 CFTC Regulation 1.16f details how to request an extension of time to file an
FCM’s or IB’s year-end audited report. If the FCM or IB cannot meet this deadline without substantial undue hardship, the FCM or IB may file, pursuant to CFTC Regulation
1.16f, an application for an extension of time with its DSRO, or its DEA if the FCM or
IB is also registered as a securities broker-dealer.
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3.150 The application by an FCM for extension of time to file an audited report must
be filed with its DSRO or DEA, and a copy must be filed with the applicable regional office of the CFTC. The request must be approved or denied in writing, and the FCM must
immediately file a copy of any such approval or denial with the CFTC. If the request has
been approved, such approval will not be deemed effective until the CFTC receives the required copy of the written approval notice.
3.151 An IB may file with the NFA an application for an extension of time to file audited financial statements, and the extension shall be approved or denied in writing.
3.152
time.

The DSRO or DEA may specify other conditions for requests of extension of

Special or Accelerated Financial Reports
3.153 An FCM or IB may also be required by its DSRO to file financial reports on a
special call or accelerated basis. In such instances, CFTC Regulation 1.10b-3 requires the
FCM or IB to file with the CFTC a true and exact copy of each financial report it files
with its DSRO.
3.154 Any SRO, such as an exchange or the NFA, of which an FCM or IB is a member,
may ask the FCM or IB for financial reports or other financial information, even though
the SRO is not the FCM or IB’s DSRO. Also, an SRO or the CFTC may ask FCMs or IBs
for financial reports or information besides the routine filings required to be made by the
FCMs or IBs.
3.155 An FCM must promptly file with the CFTC an exact copy of each financial report or other financial schedule filed with an SRO, including routine filings, special calls,
and amended reports. A financial report will not be considered filed until it has been received by the CFTC.

Public and Nonpublic Treatment of Reported Information
3.156 Under CFTC Regulation 1.10g, the following portions of audited and unaudited
financial reports filed by FCMs and IBs with the CFTC will be considered public information and made available to the public on request:
The amount of the FCM’s or IB’s adjusted net capital
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The amount of the FCM’s or IB’s minimum net capital requirement under CFTC
Regulation 1.17
The amount of the FCM’s or IB’s adjusted net capital in excess of its minimum net
capital requirement
The following statements and footnote disclosures thereof:
— The Statement of Financial Condition in FCM and IB certified annual financial reports, but not such statements in their unaudited financial reports
— The Statements of Segregation Requirements and Funds in Segregation for
customers trading on U.S. commodity exchanges and for customers’ dealer options accounts (only FCMs file these statements)
— The Statement of Secured Amounts and Funds held in Separate Accounts for
foreign futures and foreign options customers in accordance with CFTC Regulation 30.7 (only FCMs file this statement)
The independent accountant’s opinion filed with FCM and IB certified annual financial reports
The list, if any, in audited or unaudited FCM financial reports of their “guaranteed
IBs”
3.157 As a matter of administrative convenience, the FCM or IB may submit with its
certified annual financial report an additional copy that has been marked “public” and
contains only the information that is publicly available upon request under CFTC Regulation 1.10g. The CFTC will not, however, process any petitions for confidential treatment of any part of the audited or unaudited financial reports filed by FCMs and IBs. In
accordance with the Freedom of Information Act, the Government in the Sunshine Act,
and Parts 145 and 147 of CFTC regulations, all portions of such financial reports will be
treated as nonpublic except for those portions specified as publicly available in CFTC Regulation 1.10g.
3.158 Under the provisions of the Freedom of Information Act, the CFTC may disclose
to third parties portions of the nonpublic information in the report under the following
circumstances:
In connection with matters in litigation
In connection with CFTC investigations
When the information is furnished to regulatory, self-regulatory, and law enforcement agencies to assist them in meeting responsibilities assigned to them by law
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In other circumstances in which withholding of such information appears
unwarranted
3.159 Pursuant to CFTC Regulation 1.10g-5, the independent public accountant’s
opinion on the public portion of an FCM’s or IB’s financial report filing will be deemed
public information.
3.160 Pursuant to CFTC Regulation 145.5d-1-viii, the independent public accountant’s supplemental report on material inadequacies filed under CFTC Regulation 1.16c5 will be deemed nonpublic information.

Reports to State Regulatory Agencies
3.161 Filings may be required by various state regulatory agencies. The auditor should
determine, by inquiry of the client, the states in which the annual audited report, or portions thereof, is required to be filed and whether the client or the auditor is to make such
filings.

Financial Statements to Be Furnished to Customers of Securities
Broker-Dealers
3.162 CFTC regulations do not require an FCM or IB to provide its customers with
copies of the FCM’s or IB’s financial statements. However, an FCM or IB that is also registered as a broker-dealer may have to do so in accordance with SEC Rule 17a-5(c).
3.163 SEC Rule 17a-5(c) requires securities broker-dealers who carry customers to
semiannually mail to all customers (as defined by Rule 17a-5(c)) carried by the brokerdealer a statement of financial condition with appropriate notes, including the net capital
and required net capital pursuant to SEC Rule 15c3-1 (the uniform net capital rule).
There is an exemption available to broker-dealers in SEC Rule 17a-5(c)(5) that permits a
broker-dealer to instead furnish to customers a financial disclosure and provide a mechanism for the statements to be provided via Web site or toll-free telephone number upon
the customer’s request.

Exemptive, No-Action, and Interpretative Letters
3.164 CFTC Regulation 140.99, Requests for exemptive, no-action and interpretative letters, sets forth procedures for submission of requests to the CFTC staff for exemptive, noaction, and interpretative letters. Included in the regulation are definitions of exemptive
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letter, no-action letter, and interpretative letter (collectively referred to as letters). Under
CFTC Regulation 140.99
an exemptive letter is a written grant by the staff of a division of the CFTC or its
Office of the General Counsel, pursuant to delegated authority, of exemption from
a specific provision of the CEAct or CFTC regulations. It binds the CFTC and its
staff with respect to the specific fact situation and persons addressed by the letter.
Third parties may not rely upon it.
a no-action letter is a written statement by the staff of a division of the CFTC or
its Office of the General Counsel that such staff will not recommend that the
CFTC commence enforcement action for failure to comply with a specific provision of the CEAct or CFTC regulations. It binds only the staff of the division that
issued it (or the Office of the General Counsel, as the case may be) with respect to
the specific fact situation and persons addressed by the letter. Third parties may
not rely upon it.
an interpretative letter is written advice or guidance by the staff of a division of the
CFTC or its Office of the General Counsel. It binds only the staff of the division
that issued it (or the Office of the General Counsel, as the case may be). Third parties may rely upon it as a staff interpretation.
3.165 These definitions and the corresponding distinctions as to scope and effect apply
only to letters issued on or after the effective date of CFTC Regulation 140.99, January
11, 1999.
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EXHIBIT 3.1
PARTIAL LISTING OF
INTERPRETATIVE LETTERS ISSUED BY THE CFTC
The following is a partial listing of interpretative letters issued by the Commodity Futures
Trading Commission, as published in Commodity Futures Law Reports by Commerce Clearing
House, Inc. (CCH), which may be of interest to the independent public accountant performing an audit of a futures commission merchants, an introducing broker, or a commodity pool.
No.

Subject

CCH Para.

79-1

Responsibilities of Banks as Depositors of Customers’
Segregated Funds...................................................................................20,835

84-14

Insurance for Customer Omnibus Account Funds.................................22,311

84-19

Mutual Offset System’s Customer Funds Treatment ..............................22,389

84-21

Treatment of Subordinated Debt...........................................................22,418

86-2

Payments from Commodity Accounts to Third-Parties..........................22,933

86-9

Segregated Funds Accounts ...................................................................23,015

86-16

Treatment of Deficits in Customers’ Accounts.......................................23,193

86-21

Investment of Customer Funds in Municipal Securities.........................23,266

87-2

Classification of Accounts of Officers and Employees of Affiliated
Companies ............................................................................................23,652

87-6

Treatment of Funds Held in Offshore Bank Accounts With Respect
to Foreign Futures and Options Transactions ........................................23,971

88-4

Futures Commission Merchants Which Act as Guarantors of
Introducing Brokers ..............................................................................24,098

(continued)
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No.

Subject

CCH Para.

88-7

Designation of a Foreign Branch Office of a U.S. Bank as a
Depository for a Separate Account under Reg. 30.7(c)(i) of the
Foreign Futures and Options Regulations..............................................24,192

88-14

Deposit of Customer Funds in an Offshore Depository.........................24,295

89-1

Restriction in Safekeeping Agreement ...................................................24,404

89-12

Commodity Pools—Exemption From Requirements To File a
Statement of Cash Flows .......................................................................24,536

90-7

Secured Amount Account for Foreign Futures and Options ..................24,826

90-17

Handling of Customer Funds by an Introducing Broker that Is
Also Registered as a Securities Broker-Dealer.........................................24,919

92-17

Request for Interpretation, Exemption, or No-Action Position
Concerning Subordinated Lenders as Principals ....................................25,514

94-3

Special Allocations of Investment Partnership Equity or
Other Interests to a General Partner ......................................................25,943
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EXHIBIT 3.2
CFTC’S DIVISION OF CLEARING AND
INTERMEDIARY OVERSIGHT FINANCIAL AND
SEGREGATION INTERPRETATION NOS. 1–14
Interpretation No. 1, “Safety Factors on Undermargined Accounts,” explains how to compute
the charges required by Commodity Futures Trading Commission (CFTC) Regulations
1.17c-5-viii and ix to be taken by a futures commission merchants (FCM) against net capital
for undermargined customer, noncustomer, and omnibus accounts carried by the FCM.
Interpretation No. 2-1, “Use of Customer’s Funds for the Purchase of Obligations Under Repurchase Agreements,” is superseded by revisions to CFTC Regulation 1.25, Investment of customer funds, effective December 28, 2000.
Interpretation No. 3, “Interpretations Relating to Secured Receivables,” clarifies whether certain receivables from customers can be classified by an FCM as current assets for regulatory net
capital purposes. Specifically, the interpretation discusses whether customers’ accounts having
debit or deficit balances can be considered secured by commissions withheld from those customers’ account executives, and whether certain delivery loans receivable from customers can
be classified as current assets.
Interpretations No. 4-1, “Advisory Interpretation for Self-Regulatory Organization Surveillance Over Members’ Compliance With Minimum Financial, Segregation, Reporting, and
Related Recordkeeping Requirements,” and No. 4-2, “Risk-Based Auditing,” address self-regulatory organization’s (SRO’s) responsibilities with respect to in-field examinations and ongoing surveillance over members’ compliance with the SRO’s and CFTC’s financial, segregation,
and related recordkeeping regulations. In doing so, the interpretations set forth the minimum
standards believed necessary by the CFTC’s Division of Clearing and Intermediate Oversight
for a satisfactory program of in-field examinations and ongoing surveillance by an SRO over
its members’ compliance.
Interpretation No. 4-2 requires designated self-regulatory organizations (DSROs) to continue
to comply with Interpretation 4-1 and the addenda in conducting financial and sales practice/compliance examinations of member FCMs. However, in order to reflect risk-based auditing, the division will deem any DSRO that fully implements the risk-based auditing
procedures set forth in paragraphs 1-9 of the interpretation, in lieu of those required by paragraphs 26–32 and 44 of Interpretation 4-1, to be in compliance with Interpretation 4-1 and
the addenda. All other paragraphs of Interpretation 4-1 and the addenda will continue to be in
effect during the interim period. An SRO that implements the risk-based auditing approach
will not be required to perform a biennial full scope financial audit of each of its member
FCMs that carry customer funds. Accordingly, that portion of paragraph 2.1 of addendum A
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that provides that a sales practice/compliance audit is to be conducted during the biennial full
scope financial audit will no longer be applicable.
Addendum A, “SRO Sales Practice Audit and Compliance Responsibilities,” to Interpretation
No. 4-2, CFTC Interpretative Letter 93-90, discusses the standards and SRO responsibilities
applicable to an SRO’s program for sales practice and compliance audits of its members,
Comm. Fut. L. Rep. (CCH) ¶7114C (Division of Trading and Markets, September 3, 1993).
Addendum B, “Coordinating Financial Rule Enforcement Programs Conducted by Self-Regulatory Organizations Over Dually-Registered FCM or IBs,” to Interpretation No. 4-2 sets
forth the conditions under which a futures SRO may rely upon the compliance work of a securities SRO in fulfilling its obligation to carry out an effective compliance and rule enforcement program, pursuant to the division’s Interpretation No. 4-2, over members that are
registered as both FCMs and securities broker-dealers, Comm. Fut. L. Rep. (CCH) ¶7114D
(Division of Trading and Markets, October 31, 1995).
Interpretation No. 5, “Interpretation Relating to Unsecured Accounts Receivable Included in
Current Assets,” explains conditions under which an FCM’s unsecured receivables resulting
from services rendered in the ordinary course of the FCM’s business may be treated as current
assets for net capital computation purposes under CFTC Regulation 1.17c-2-ii-A.
Interpretation No. 6, “Interpretations Relating to the Annual Report Required of Commodity
Pool Operators,” clarifies CFTC Regulations 4.22c and 4.22d about distribution by a commodity pool operator of audited annual reports to pool participants and the CFTC. Interpretation No. 6 also explains the CFTC’s policy regarding the CFTC’s disclosure to the public of
information contained in annual reports of pools filed with the CFTC.
Interpretation No. 7-1, “Investment of Funds Representing an FCM’s Residual Financial Interest in Customers’ Segregated Funds,” explains the conditions under which an FCM may invest funds representing its residual financial interest in customer-segregated funds
simultaneously with customer-segregated funds.
Interpretation No. 8, “Proper Accounting, Segregation and Net Capital Treatment of Exchange-Traded Options Transactions,” describes how options on futures contracts in customers’ accounts should be marked-to-market each day with the market value of options
purchased being included in customer account equity and the market value of options granted
being deducted from customer account equity. The interpretation also provides guidance
about how to treat, for net capital purposes, long options purchased for a customer’s account
not having sufficient equity in the account to cover the options purchase.
Interpretation No. 9, “Money Market Deposit Accounts and NOW Accounts,” explains the
division’s position that FCMs may not deposit customer funds into NOW accounts or money

108

market deposit accounts unless it is demonstrated to the CFTC that there is a lawful mechanism by which the account holder can obtain such funds immediately upon demand.
Interpretation No. 10-1, Amendment to Interpretation No. 10, “Treatment of Funds Deposited in Safekeeping Accounts,” restricts the use of third party custodial accounts by customers of FCMs and sets forth the circumstances under which an FCM may allow customers
to use such accounts for segregated funds used to margin the customer’s trading account at the
FCM.
Interpretation No. 11, “Investments of Customer Regulated Funds, Treatment of Due Bills,
Unsecured Receivables,” states that due bills issued by a bank to an FCM when the bank is unable to deliver immediately the securities intended to be purchased by the FCM are not proper
investments of customers’ segregated funds, cannot be considered a part of an FCM’s segregated funds, and must be treated as a noncurrent unsecured receivable for net capital purposes.
Interpretation No. 12, “Deposit of Customer Funds in Foreign Depositories” is superseded by
CFTC Regulation 1.49, Denomination of customer funds and location of depositories.
Interpretation No. 13, “Accounting for Checks Received From a Parent or an Affiliated Entity
for Regulatory Compliance Purposes,” states the division’s position that the preclearance
recognition of funds represented by checks received from a parent or affiliated entity, or drawn
on an intracompany account, is improper for regulatory accounting and compliance purposes,
including for purposes of recognizing such funds as net capital, funds in segregation, or funds
in a separate account. The interpretation states that, for regulatory and compliance purposes,
accounting for such transactions must be based upon the actual location of the funds rather
than the mere possession of uncollected checks for such funds.
Interpretation No. 14, “Accounting for Deposits and Contractual Obligations Between an
FCM and Its Introducing Brokers and Associated Persons,” addresses several issues relating to
transactions and contractual obligations between an FCM and the introducing brokers (IBs)
and associated persons (APs) it uses to service the accounts of its customers. The issues addressed include the following:
The proper classification of IBs’ and APs’ trading accounts for purposes of
compliance with the CFTC’s segregation of funds regulations
An FCM’s treatment of security deposits received from IBs and APs
An IB’s treatment, for net capital purposes, of a security deposit with an FCM
Accrual and payment of commissions and fees payable by an FCM to IBs
and APs
This information is available at the CFTC Web site at: www.cftc.gov/industryoversight/
intermediaries/intermediaryguidance.html.
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EXHIBIT 3.3
PARTIAL LISTING OF ADVISORIES ISSUED BY
THE CFTC’S FORMER DIVISION OF TRADING AND MARKETS
The following is a partial listing of advisories issued by the Commodity Futures Trading Commission’s (CFTC’s) Division of Trading and Markets (now the Division of Clearing and Intermediary Oversight) as published in Commodity Futures Law Reports by Commerce Clearing
House, Inc. (CCH), which may be of interest to the independent public accountant performing an audit of a futures commission merchant (FCM), an introducing broker (IB), or a commodity pool:
No.

Subject

CCH Para.

87-4

Foreign Futures and Options: Compliance and Operational
Questions and Answers .........................................................................23,975

87-5

Recognition of an FCM’s Overseas Bank as a Designated
Depository for a Separate Account Under Regulation 30.7c-i of
the Foreign Futures and Options Regulations........................................23,997

18-96

Relief for Certain Registered CPOs from Regulations 4.21, 4.22 and
4.23a-10 and a-11 and from the Location of Books and
Records Requirement of Regulation 4.23 with Respect to Offshore
Commodity Pools ............................................................................... 26,659

95-44

Instant Filing Procedure for CPO and CTA Disclosure
Documents ..........................................................................................26,385
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EXHIBIT 3.4
PARTIAL LISTING OF CFTC
REGULATIONS APPLICABLE TO FCMS OR IBS
The primary regulations under the Commodity Exchange Act, as amended, and regulations
thereunder that are applicable to the audit of a futures commission merchant (FCM) or introducing broker (IB) are the following:
Regulation 1.3—Definitions
Regulation 1.10—Financial reports of futures commission merchants and introducing brokers
Regulation 1.12—Maintenance of minimum financial requirements by futures
commission merchants and introducing brokers (including notices required to be
filed with the CFTC)
Regulation 1.14—Risk assessment recordkeeping requirements for futures commission merchants
Regulation 1.15—Risk assessment reporting requirements for futures commission
merchants
Regulation 1.17—Minimum financial requirements for futures commission merchants and introducing brokers
Regulation 1.18—Records for and relating to financial reporting and monthly
computations by futures commission merchants and introducing brokers (including
maintenance of ledgers, journals, and supporting records by FCMs and IBs)
Regulations 1.20–.30—Customers’ Money, Securities, and Property
Regulations 1.31–.37—Recordkeeping (including record retention requirements for FCMs and IBs)
Regulation 1.38—Execution of transactions (futures and options on futures)
Regulation 1.46—Application and closing out of offsetting long and short positions
Regulation 1.49—Denomination of customer funds and location of depositories
Regulation 1.57—Operations and activities of introducing brokers
Regulation 1.58—Gross collection of exchange-set margins (gross margining of
omnibus accounts carried by an FCM)
Regulations 3.4, 3.10–.12—Registration (requirements for FCMs and IBs)
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Regulation 30.1—Definitions (concerning foreign futures and foreign options
transactions)
Regulation 30.7—Treatment of foreign futures or foreign options secured amount
Regulation 32.6—Segregation (requirements for dealer-granted options)
Part 33 of the regulations—Regulation of Domestic Exchange-Traded Commodity Options Transactions

112

EXHIBIT 3.5
PARTIAL LISTING OF NFA
COMPLIANCE RULES APPLICABLE TO FCMS OR IBS
National Futures Association’s primary compliance rules applicable to the audit of a futures
commission merchant (FCM) or introducing broker (IB) are the following:
Compliance Rule 1-1—Definitions
Compliance Rule 2-7—Branch Office Managers and Designated Security
Futures Principals (Proficiency Testing Requirement)
Compliance Rule 2-8—Discretionary Accounts
Compliance Rule 2-9—Supervision
Compliance Rule 2-10—Recordkeeping
Compliance Rule 2-11—Customer Accounts
Compliance Rule 2-22—Prohibited Representations
Compliance Rule 2-23—FCM Responsibility for Guaranteed Member IBs
Compliance Rule 2-26—FCM and IB Regulations
Compliance Rule 2-27—Transfer of Customer Accounts
Compliance Rule 2-29—Communications with the Public and Promotional
Material
Compliance Rule 2-30—Customer Information and Risk Disclosure
Compliance Rule 2-31—Foreign Futures and Foreign Options Transactions
Compliance Rule 2-33—FCM Receipt of Funds from Omnibus Accounts
Compliance Rule 2-36—Requirements for Forex Transactions (Foreign
Currency Futures or Options Transactions)
Compliance Rule 2-38—Business Continuity and Disaster Recovery Plan
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EXHIBIT 3.6
PARTIAL LISTING OF NFA FINANCIAL
REQUIREMENT RULES APPLICABLE TO FCMS OR IBS
National Futures Association’s primary Financial Requirement Rules applicable to the audit
of a futures commission merchant (FCM) or introducting broker (IB) are the following:
Section 1. Futures Commission Merchant Financial Requirements
Section 2. Eligibility to Guarantee IBs
Section 3. Relief Requests
Section 4. Financial Requirements and Treatment of Customer Property
Section 5. Introducing Broker Financial Requirements
Section 6. Leverage Transaction Merchant Reporting Requirements
Section 7. Performance Margin
Section 8. Additional Information Requests
Section 9. Notification of Reportable Positions
Section 10. Late Financial Reports
Section 11. Forex Dealer Member Financial Requirements
Section 12. Security Deposits for Forex Transactions with Forex Dealer Members
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EXHIBIT 3.7
PARTIAL LISTING OF NFA INTERPRETATIVE
NOTICES APPLICABLE TO FCMS OR IBS
The applicable rule and its relevant interpretations are listed subsequently. These interpretations are available on the National Futures Association Web site at www.nfa.futures.org/
nfaManual/interpretiveNotices.asp.
RULE 2-4, JUST AND EQUITABLE PRINCIPLES OF TRADE.
Guideline for the Disclosure by FCMs and IBs of Costs Associated with Futures
Transactions
RULE 2-9, SUPERVISION.
FCM and IB Anti-Money Laundering Program
Self-Audit Questionnaires
Supervision of Telemarketing Activity
Supervisory Procedures for E-Mail and the Use of Web Sites
NFA’s Review and Approval of Certain Radio and Television Advertisements
Supervision of Branch Offices and Guaranteed IBs
Enhanced Supervisory Requirements
Supervision of the Use of Automated Order-Routing Systems
Ethic Training Requirements
RULE 2-10, RECORDKEEPING.
The Allocation of Block Orders for Multiple Accounts
Orders Eligible For Post-Execution Allocation
RULE 2-29, COMMUNICATIONS WITH THE PUBLIC AND PROMOTIONAL
MATERIAL
Communications with the Public and Promotional Material
Review of Promotional Material Prior to its First Use
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Use of Promotional Material Containing Hypothetical Performance Results
Deceptive Advertising (1996)
Deceptive Advertising (1998)
High Pressure Sales Tactics
Review and Approval of Certain Radio and Television Advertisements
RULE 2-30, CUSTOMER INFORMATION AND RISK DISCLOSURE.
Customer Information and Risk Disclosure (Board of Directors)
Customer Information and Risk Disclosure (Staff )
Interpretations related to other NFA guidance
Registration Requirements; Branch Offices
NFA Bylaw 1101, Compliance Rules 2-9 and 2-29: Guidelines Relating to the
Registration of Third-Party Trading System Developers and the Responsibility of
NFA Members for Promotional Material that Promotes Third-Party Trading System Developers and Their Trading Systems
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EXHIBIT 3.8
RULES APPLICABLE TO SECURITIES BROKER-DEALERS
AND BROKER-DEALERS IN U.S. GOVERNMENT SECURITIES
The primary regulations under the Securities Exchange Act of 1934 and the Government Securities Act of 1986 that are currently applicable to the audit of securities broker-dealers and
broker-dealers in government securities are the following:
Securities Broker-Dealers—SEC Part 240:
— Rules 8c-1 and 15c2-1—Hypothecation of customers’ securities
— Rule 15a-6—Exemption of certain brokers or dealers
— Rule 15c3-1—Net capital requirements for brokers or dealers
— Rule 15c3-2—Customers’ free credit balances
— Rule 15c3-3—Customer protection: reserves and custody of securities
— Rule 17a-3—Records to be made by certain exchange members, brokers
and dealers
— Rule 17a-4—Records to be preserved by certain exchange members, brokers
and dealers
— Rule 17a-5—Reports to be made by certain brokers and dealers
— Rule 17a-8—Financial recordkeeping and reporting of currency and foreign
transactions (Bank Secrecy Act)
— Rule 17a-11—Notification provisions for brokers and dealers
— Rule 17a-13—Quarterly security counts to be made by certain exchange
members, brokers, and dealers
— Rule 17h-1T—Risk assessment recordkeeping requirements for associated
persons of brokers and dealers
— Rules 17h-2T—Risk assessment reporting requirements for brokers and
dealers
— Regulation T of the Board of Governors of the Federal Reserve System
Government Securities Broker-Dealers—Department of Treasury
— Part 402—Financial Responsibility
— Part 403—Protection of Customer Securities and Balances
— Part 404—Recordkeeping and Preservation of Records
— Part 405—Reports and Audit
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EXHIBIT 3.9
INFORMATION SOURCES
Organization
Commodity Futures
Commodity Futures Trading Commission
Futures Industry Association
National Futures Association
Major U.S. Futures Exchanges
Chicago Board of Trade*
Chicago Mercantile Exchange*
ICE Futures U.S.
New York Mercantile Exchange*
The Joint Audit Committee
Securities
Financial Industry Regulatory Authority (FINRA)
NYSE Euronext
Securities and Exchange Commission
Securities Industry and Financial Markets
Association (SIFMA)
Other
American Institute of Certified Public Accountants
Financial Accounting Standards Board
Financial Crimes Enforcement Network (FinCEN)
International Accounting Standards Board
Public Company Accounting Oversight Board

Web Site and Telephone
www.cftc.gov
Telephone 202-418-5000
www.futuresindustry.org
Telephone: 202-466-5460
www.nfa.futures.org
Telephone: 800-621-3570
Telephone:
www.CBOT.com
312-435-3500
www.CME.com
312-930-1000
www.theice.com
212-748-4000
www.NYMEX.com 212-299-2000
www.wjammer.com/jac/
www.finra.org
Telephone: 301-590-6500
www.nyse.com
Telephone: 212-656-3000
www.sec.gov
Telephone: 800-SEC-0330
www.sifma.com
Telephone: 212-313-1000
www.aicpa.org
Telephone: 212-596-6200
www.fasb.org
Telephone: 203-847-0700
www.fincen.gov
Telephone: 703-905-3591
www.iasb.org
Telephone: +44(0)20 7246 6410
www.pcaob.com
Telephone: 202-207-9100

* The Chicago Board of Trade, Chicago Mercantile Exchange and the New York Mercantile Exchangeare now part of CME
Group. See the Web site at www.cmegroup.com. Telephone: 312-930-1000.
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EXHIBIT 3.10
FCM REPORTING REQUIREMENTS
(see www.nfa.futures.org/compliance/fcmreporting.pdf)
Description
Segregated Funds Information*—
Prior to holding customer
funds, the futures commission
merchant (FCM) must inform
the National Futures
Association (NFA)
Secured Funds Information,
if applicable*
Adjusted Net Capital

Financial Reports—unaudited

Financial Reports—audited

Foreign Futures/Options
Report*

Reportable Positions*

When
Daily, due by
noon on the next
business day

Information Required
How
See Commodity Futures
Web-based electronic
Trading Commission (CFTC) filing
Regulation 1.32 for the specific
information required.

Daily, due by
noon on the next
business day
Monthly, within
17 business days
of month end
Monthly, due
within 17 business
days of month end
Annually, 1-FRFCM due 90 days
after fiscal year end;
FOCUS due 60
days after fiscal
year end
Quarterly, due on
the 10th business
day after quarter
end
If applicable

See CFTC Regulation 30.7
for the specific information
required.
Adjusted net capital as of
previous month end.

Subordinated Loan Agreements
(Standard forms are available
from NFA)

If applicable

NFA Questionnaire

Annually, to
coincide with
annual dues
If applicable

Notice of undercapitalization

Web-based electronic
filing
Web-based electronic
filing

See CFTC Regulation
1.10d-1 for the specific
reports required.
See CFTC Regulation
1.10d-2 for the specific
reports required.

WinJammer

See CFTC Regulation 30.8
for the specific information
required.

Mail

See CFTC Regulation 15.03
for the specific quantities.
The loan and all changes and
amendments must be
approved by the NFA before
the effective date. If approved
by the designated examining
authority (DEA), please file
approval letter with the NFA.
NFA sends a yearly
questionnaire.

Fax or e-mail †

Immediate notification when
capital falls below level set in
NFA Financial Requirements
Section 1. A 1-FR-FCM/
FOCUS must follow within
24 hours.

Mail †

Mail †

Web-based electronic
filing
Notification by
telephone, confirm
confirm by fax,
fax statement †

(continued)
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Description
Notice of undersegregation

When
If applicable

Notice of undermargined
account

If applicable

Notice of omnibus account
restriction

If applicable

Receipt of funds from omnibus
accounts

If applicable

Noncurrent books and records

If applicable

Substantial reduction in capital

If applicable

Material inadequacies noted by
CPA in audited financials

If applicable

Request to change fiscal year
end, or Request extension of
time to file financial reports

If applicable

Adjusted Net Capital falls
below the early warning
requirement/eligibility to
guarantee IBs requirement
Forex Weekly Report, if
applicable

If applicable

Weekly

Information Required
Immediate notification when
segregated funds on deposit
are less than segregated funds
required.
Immediate notification when
an account is undermargined
by an amount greater than the
FCM’s adjusted net capital.
Within 24 hours of whenever
an omnibus account is ordered
to liquidate positions due to
failure to meet a margin call.
Whenever funds, which are
not immediately available, are
accepted from an omnibus
account
Same day notification. Written
report stating corrective action
due within 48 hours.
Within two business days of
the reduction.
Notification within 24 hours.
Written report stating corrective
action due within 48 hours.
File a copy of request and NFA’s
response with regional CFTC. If
FCM or introducing broker
(IB) is also registered as a brokerdealer, must file request and
DEA response with the NFA
and regional CFTC.
Notification within 24 hours.

How
Notification by
telephone, confirm
by fax. †

Customer funds on deposit and
where they are held, Customer
open positions, amount due
to customers, names of
counterparties.

Web-based
electronic filing

Fax † ‡

Fax † ‡

Fax † ‡

Fax † ‡

Mail † ‡

Fax † ‡
Mail

Mail † ‡

For further information, see NFA Financial Requirements Section 1-2, NFA Compliance Rule 2-11, www.nfa.futures.org,
or CFTC Regulations 1.10, 1.12 and 1.17. See www.cftc.gov/stellent/groups/public/@iointermediaries/documents/
file/1fr-fcminstructions.pdf for 1-FR-FCM instructions.
* Not required for futures commission merchants (FCMs) doing business on a fully disclosed basis.
† An FCM must also make a similar filing with its regional Commodity Futures Trading Commission (CFTC) office and the
CFTC main office.
‡ An FCM must also make a similar filing with its designated self-regulatory organization and the Securities and Exchange
Commission, if applicable.
Reporting for FCMs or IBs located in DC, DE, ME, MA, NH, NJ, NY, RI, VT, or WV: Address for reporting: National
Futures Association, Attention Compliance Dept., 120 Broadway Suite 1125, New York, NY 10271. Phone (212) 6088660, fax (212) 964-3913;
Reporting for all other FCMs or IBs: Address: National Futures Association, Attention: Compliance Dept., 300 S. Riverside Plaza, Suite 1800, Chicago, IL 60606-6615. Phone (312) 781-1300, fax (312) 781-1467.

120

Chapter 4

Financial Statements of Futures
Commission Merchants and Introducing
Brokers, Presentation and Classification
Introduction
4.01 Futures commission merchants (FCMs) and introducing brokers (IBs) prepare
their financial statements on the basis of United States generally accepted accounting principles (GAAP), which apply generally for all business enterprises.1 In addition, FCMs and
IBs are further subject to the requirements of Commodity Futures Trading Commission
(CFTC) Regulation 1.10, Financial reports of futures commission merchants and introducing
brokers, and CFTC’s published instructions for completing Form 1-FR-FCM (for FCMs)
or Form 1-FR-IB (for IBs) for financial reports filed with the CFTC or a designated selfregulatory organization (DSRO), such as the National Futures Association (NFA), pursuant to Regulation 1.10 and other applicable CFTC interpretations available at
www.cftc.gov.

Financial Statements2, 3
4.02 Regulation 1.10 requires FCMs and IBs to file the following annual audited financial statements within 90 days of year-end (60 days of year-end if the FCM or IB is also a
registered securities broker-dealer):
1. This chapter contains information regarding guidance applicable to the industry, which is summarized
in the AICPA Audit and Accounting Guide Brokers and Dealers in Securities, including Commodity Futures Trading Commission’s (CFTC’s) regulations. The financial statements presented at the end of this
chapter are for illustrative purposes only and may not encompass all disclosures required for a specific futures commission merchant (FCM) or introducing broker (IB). Other disclosures that are not presented
in the illustrative financial statements (exhibit 4.2) may be required for a specific FCM or IB. Alternative
presentations of an FCM’s or IB’s financial statements may be appropriate.
2. As this practice aid is going to publication, a number of Financial Accounting Standards Board (FASB)
exposure drafts exist that are not yet finalized. Some of this guidance may impact the accounting for, and
disclosure of, items relevant to FCM and IB financial statements. In addition, due to the evolving nature
of this industry, it is likely that changes in accounting and regulatory requirements will occur. Readers
should be alert for both new accounting guidance and new regulatory developments.
3. This publication has been updated for the FASB Accounting Standards Codification (ASC). For more information, see the discussion in the preface of this practice aid.
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Statement of financial condition.
Statement of income or operations.
Statement of cash flows.
Statement of changes in stockholders’, members’, partners’, or sole proprietor’s
equity.
Statement of changes in liabilities subordinated to claims of general creditors.
Regulatory schedules for net capital, segregation of assets, customers’ dealer
options, and secured accounts. (FCMs or IBs that are also registered securities
broker-dealers may be required to include other schedules.)
4.03 The exhibits to this chapter present the financial statements typically required for
an FCM or IB. Annual audited financial statements presented in accordance with GAAP
may differ from the format for financial reports filed with the CFTC under Regulation
1.10. When different, total assets and total liabilities, as reported in the statement of financial condition, should be reconciled to the total current assets and total liabilities, respectively, as reported in the statement of computation of minimum capital requirements
(see exhibit 4.8, schedule 3).
4.04 An FCM which is also registered with the Securities and Exchange Commission
(SEC) as a broker or dealer in securities (FCM broker-dealer), may file with the CFTC a
Financial and Operational Combined Uniform Single (FOCUS) report in lieu of Form 1FR-FCM. A FOCUS report submitted to the CFTC by an FCM broker-dealer in lieu of
Form 1-FR-FCM should be prepared in accordance with SEC rules and instructions applicable to the FOCUS report. If the SEC rules and instructions to the FOCUS report require an item to be treated differently than do the instruction to 1-FR-FCM, the FCM
broker-dealer should report the item in the FOCUS report in accordance with the SEC
rules and instructions to the FOCUS report. However, if the item is material, the FCM
broker-dealer should include a separate explanation of the item with the FOCUS report
submitted to the CFTC. If the SEC rules and instructions for the preparation of the
FOCUS report do not specify how an item should be treated, the FCM broker-dealer
should report the item in accordance with the instructions to 1-FR-FCM.
4.05 For those FCMs and IBs that are publicly held and are subject to Section 12(b) or
12(g) of the Securities Exchange Act of 1934, in addition to the disclosures shown in the
exhibits, there may be certain other disclosures required under Regulation S-X of the SEC.
For those FCMs that are also registered securities broker-dealers, there may be certain
other disclosures required under SEC Rule 17a-5. Regulation S-X does not apply to the
financial statements filed with the SEC under Rule 17a-5, but the independence
requirements of Regulation S-X do apply.
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4.06 The financial statements to be filed under CFTC Regulation 1.10 are not required
to be in comparative form, and the accompanying financial statement exhibits are not prepared on that basis. However, if comparative financial statements are prepared, supplementary information on a comparative basis is not required.
4.07 Some of the unique attributes of the financial statements and the accounts or captions appearing therein, as they relate to FCMs and IBs, are discussed in the following
sections.

Statement of Financial Condition (See exhibit 4.2)
4.08 In general, business enterprises present and classify assets and liabilities on the balance sheet or statement of financial condition by the kind of asset or liability and by liquidity. However, for FCMs, physical location of assets and liabilities may also be
significant.
4.09 Where an FCM’s assets and liabilities are held typically indicates the accessibility,
liquidity, and risk related to the assets or liabilities. Market and credit risks and high liquidity needs are inherent in an FCM’s operations. Presenting the FCM’s assets and liabilities by depository or location is permitted.
4.10 For FCMs and IBs, as well as for registered securities broker-dealers, current and
noncurrent classifications are ordinarily not presented in the statement of financial condition. For FCMs and IBs, such a distinction normally has little meaning. Most of an FCM’s
or IB’s assets are usually in cash, cash equivalents, readily marketable securities and commodity positions, and short-term receivables, such as daily variation settlements with commodity exchange clearing organizations or clearing FCMs; therefore, FCMs and IBs are
typically highly liquid entities.
4.11 Subordinated liabilities should be reported separately from stockholders’/members’
equity (or partners’ or proprietors’ capital).
4.12 The statement of financial condition, when presented with the other basic financial
statements, should disclose, on the face of the statement or in a note, the components of
stockholders’ equity (for example, common stock, additional paid-in capital, and retained
earnings). However, the statement of financial condition presented alone has traditionally
not disclosed the components of stockholders’ equity.4
4. Certain guidance summarized in the AICPA Audit and Accounting Guide Brokers and Dealers in Securities and the CFTC’s regulations regarding the presentation of the statement of financial condition may
be applicable. For example, classification of assets and liabilities as long and short term is not needed
based on the activities of the FCM. Also refer to the example financial statements in this chapter of the
practice aid.
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Statement of Income or Operations (See exhibit 4.3)
4.13 The statement of income or operations is prepared in accordance with GAAP in a
format that is consistent with the statement of income (loss) contained in Form 1-FRFCM or Form 1-FR-IB, as applicable, or, in the case of an FCM or IB that is also a registered securities broker-dealer, the statement contained in Part II or Part IIA of the SEC’s
FOCUS report required by SEC Rule 17a-5. (See also paragraph 4.04.) The statement of
income or operations should disclose separately the sources of the FCM’s or IB’s revenues
(such as commissions, brokerage, trading and investment gains, dividends, and interest).
Expenses should be reported by major classification, such as employee compensation
(which may include commissions paid to account executives) and related benefits, commissions (which may include amounts paid to account executives or introducing brokers),
floor brokerage, clearing and exchange fees, occupancy and equipment rentals, information technology, dividends, and interest.

Disclosure of Comprehensive Income
4.14 Financial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 220, Comprehensive Income, provides guidance for reporting and displaying comprehensive income and its components (revenues, expenses, gains, and losses) in a full set
of financial statements. According to FASB ASC 220-10-45, all items that are required to
be recognized as components of comprehensive income should be reported in a financial
statement that is displayed with the same prominence as other financial statements. No requirement of a specific format for disclosing comprehensive income exists, but an FCM or
IB should follow the guidance in FASB ASC 220-10-45. All components of comprehensive income should be reported in the financial statements in the period in which they are
recognized. A total amount for comprehensive income should be displayed in the financial
statement where the components of other comprehensive income are reported. In addition, an FCM’s or IB’s financial statements should classify items of other comprehensive
income based on their nature. The total of other comprehensive income for a period
should be transferred to a component of equity that is displayed separately from retained
earnings and additional paid-in capital (or equivalent caption based on type of entity) in
the owners’ equity section of a statement of financial condition.
4.15 FASB ASC 220-10-45 requires that adjustments be made to avoid double counting
in comprehensive income items that are displayed as part of net income for a period that
also had been displayed as part of comprehensive income in that period or earlier periods.
An FCM or IB may display reclassification adjustments on the face of the financial statement in which comprehensive income is reported, or it may disclose reclassification adjustments in the notes to the financial statements.
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Statement of Changes in Liabilities Subordinated to Claims of General
Creditors (See exhibit 4.4)
4.16 The CFTC requires a statement showing the increases and decreases to subordinated liabilities for each year being reported on. Increases and decreases in subordinated
borrowings should be reported on a gross basis. If cash was not involved in an activity (for
example, a rollover of the subordinated borrowing), the activity would still be reported
gross on the statement of changes in liabilities subordinated to claims of general creditors,
but reported as a noncash transaction in the statement of cash flows. A statement of
changes in liabilities subordinated to claims of general creditors is required even if no increases or decreases in subordinated liabilities occur during the year;5 however, no statement is required if no subordinated liabilities existed at any time during the year. The
FCM or IB should ensure that the notes to the financial statements include a description
of the terms of any subordinated borrowings.
4.17 CFTC regulations permit a form of subordinated debt that does not require the
FCM or IB to obtain cash, referred to as a secured demand note. In a secured demand
note, the FCM or IB issues a note payable to and simultaneously accepts a note receivable
from the same party. The receivable is collateralized by eligible marketable investments (or
cash) in an amount equal to or greater than the principal amount of the receivable. In the
event that the FCM or IB needs to obtain cash, the collateral may be liquidated to satisfy
the receivable. CFTC Regulation 1.17c-2-iv-B provides further definition on the collateralization and marketability criteria. FCMs and IBs normally have possession of the collateral for secured demand notes; however, the collateral is not an asset of the FCM or IB and
would not be reflected on the FCM’s or IB’s statement of financial condition. Similarly, if
the collateral is in the form of an interest-bearing or dividend-paying security, the FCM or
IB would not be entitled to those returns as they belong to the legal owner of the collateral.

Statement of Changes in Ownership Equity (See exhibit 4.5)
4.18 The statement of changes in ownership equity should be presented in a format that
is consistent with the statement contained in the CFTC’s Form 1-FR-FCM or Form 1FR-IB, as appropriate. This statement is required whether the reporting FCM or IB is a
corporation, limited liability company (LLC), partnership, or sole proprietorship. It
should disclose the principal changes in the owners’ equity accounts of the FCM or IB
during the period for which the statement of income or operations is presented.
5. CFTC Regulation 1.10d-2-ii specifies the contents of the audited annual report, including a statement
of changes in liabilities subordinated to claims of general creditors. The rule does not provide for any exceptions. CFTC does not require a statement if the FCM does not carry any subordinated liabilities, but,
in that case, it would expect to see a comment to that affect in the disclosures to the financial statements.
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Statement of Cash Flows (See exhibit 4.6)
4.19 The statement of cash flows is required as part of a set of complete financial statements presented in conformity with GAAP. FCMs and IBs report their trading activities in
the operating section of the statement of cash flows. This presentation is appropriate for
the commodities industry because, like the securities industry, an FCM’s trading activities
are usually an integral part of its operations.

Business Combinations
4.20 In December 2007, FASB issued FASB Statement No. 141 (revised 2007),6 Business Combinations. The objective of FASB Statement No. 141(R) is to improve the relevance and representative faithfulness of an entity’s financial statements when reporting a
business combination. FASB Statement No. 141(R) provides guidance on the following
requirements:
Use of the acquisition method of accounting for all business combinations
Recognition and measurement of goodwill acquired in a business combination, or
from a bargain purchase
Determination of what information to disclose to enable users of the financial
statements to evaluate the nature and financial effects of the combination
FASB Statement No. 141(R) defines the key terms associated with a business combination. The statement also requires entities to record assets acquired and liabilities assumed
as a result of a business combination at fair value, as defined by the FASB ASC glossary.
FASB Statement No. 141(R) applies prospectively to business combinations for which the
acquisition date is on or after the beginning of the first annual reporting period beginning
on or after December 15, 2008.

Consolidation of Subsidiaries
4.21 Annual audited financial statements of an FCM or IB and its subsidiaries that are
presented in accordance with GAAP are presented on a consolidated basis in accordance
with FASB ASC 810, Consolidation.

6. At the time of publication, this guidance was located in FASB ASC 805, Business Combinations, and is labeled as “Pending Content” due to the transition and open effective date information discussed in FASB
ASC 805-10-65-1. For more information on FASB ASC, please see the preface in this practice aid.
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4.22 In December 2007, FASB issued FASB Statement No. 160, Noncontrolling Interests
in Consolidated Financial Statements—an amendment of ARB No. 51.7 The objective of
FASB Statement No. 160 is to improve comparability and transparency of consolidated
financial statements by establishing accounting and reporting guidance that requires the
following:
Reporting of ownership interest in subsidiaries held by parties other than the parent is clearly identified, labeled and presented in the consolidated balance sheet
within equity, but separate from the parent’s equity
Consolidated net income should clearly identify the portion of income attributable
to the parent and the noncontrolling interest on the face of the income statement
Changes in ownership interest should be accounted for consistently
When a subsidiary is deconsolidated, any retained noncontrolling equity investment in the former subsidiary should be measured at fair value
Entities should provide all appropriate disclosures to distinguish between interest
of the parent and the interests of the noncontrolling owners
FASB Statement No. 160 is effective for fiscal years beginning on or after December 15,
2008. The guidance should be applied prospectively as of the beginning of the fiscal year
in which the statement is initially adopted. Presentation and disclosure requirements
should be applied retrospectively for all periods presented.
4.23 In addition, for FCMs or IBs that are registered securities broker-dealers, the SEC
requires disclosure of summary financial information (including assets, liabilities, and net
worth) concerning subsidiaries consolidated in the financial statements presented in accordance with GAAP if that consolidation differs from the presentation in the unaudited
Part II or Part IIA FOCUS filing. Further, for subsidiaries consolidated under the flowthrough capital benefits available under appendix C of SEC Rule 15c3-1, the effect of the
consolidation on net capital and required net capital of an FCM or IB that is also a registered securities broker-dealer must be disclosed in the notes to the statement of financial
condition furnished to customers.

Supplementary Schedules
4.24 Certain supplementary schedules are required to be filed with the financial statements. These supplementary schedules should be presented in the format required by
7. At the time of publication, this guidance was located in FASB ASC 810-10-45 and is labeled as “Pending Content” due to the transition and open effective date information discussed in FASB ASC 810-1065-1. For more information on FASB ASC, please see the preface in this practice aid.
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CFTC rules or, if also registered as securities broker-dealer, the schedules should be presented in the format required by the SEC. The independent auditor’s report is required to
cover these schedules. A reconciliation is required if material differences exist between the
computation reported on by the independent auditor and the FCM’s or IB’s unaudited filing. If no material differences exist, a statement to that effect must be made in the schedules. The independent auditor’s responsibility for the CFTC- or SEC-required schedules is
to render an opinion whether the information contained in the supplementary schedules
taken in conjunction with the overall financial statement presentation, is fairly stated in all
material respects.

Computation of Minimum Capital Requirement Pursuant to CFTC
Regulation 1.17, Minimum financial requirements for futures commission
merchants and introducing brokers
4.25 FCMs and IBs are required to show the computation of their adjusted net capital
and minimum capital requirement as of the date of the financial statements in a format
consistent with the statement required as part of the CFTC’s Form 1-FR-FCM or Form 1FR-IB. For more information, refer to chapter 3 section titled, “Minimum Financial
Requirements for FCMs and IBs,” beginning at paragraph 3.81.
4.26 FCMs or IBs that are also registered securities broker-dealers are not required to
present a statement of computation of minimum capital requirements in the CFTC’s 1FR format; however, they may be required to prepare their statement of computation of
net capital in accordance with SEC rules as well as the CFTC regulations.
4.27 In contrast to GAAP, when preparing its computation of minimum capital requirements under CFTC regulation 1.17, an FCM or IB, subject to the provisions of CFTC
regulation 1.17f, consolidates in a single computation the assets and liabilities of any subsidiary or affiliate (defined by CFTC Regulation 1.17f-1) whose obligations or liabilities
the FCM or IB guarantees, endorses, or assumes directly or indirectly. CFTC requirements for consolidation for net capital purposes also differ from GAAP in the following
respects:
If consolidation of an entity would increase the amount of regulatory capital, that
entity may not be consolidated for regulatory purposes unless certain requirements
pursuant to CFTC Regulation 1.17f are met. The rule requires that the FCM or IB
obtain an opinion of counsel annually stating that the net assets of the affiliate
could be distributed within 30 days.
If the FCM or IB is responsible, directly or indirectly, for the obligations of
any subsidiary or affiliate, that subsidiary or affiliate must be consolidated for
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regulatory purposes regardless of the percentage of ownership. In cases in which the
FCM or IB is responsible only for particular obligations of a subsidiary or an affiliate, the CFTC has accepted nonconsolidation of the entity, so long as a capital
charge in the amount of the liability, guaranteed or assumed, is taken in the regulated entity’s capital computation.

Schedule of Segregation Requirements and Funds in Segregation for
Customers Trading on U.S. Commodity Exchanges
4.28 Every FCM that handles customer funds is required to prepare a segregation schedule. An FCM’s segregation schedule shows the computation of the amount of assets required to be segregated by the FCM for customers trading on U.S. commodity exchanges
and the assets on deposit in various kinds of segregated accounts to meet the segregation
requirement. Because an entity registered only as an IB generally would not directly carry
customers’ trading accounts or hold funds from customers, this schedule is not a part of an
IB’s financial statements.

Schedule of Segregation Requirements and Funds in Segregation for
Customers’ Dealer Options Accounts
4.29 An FCM is required to show the amount required to be segregated in accordance
with CFTC Regulation 32.6, Segregation, for the FCM’s dealer options customers and the
total amount of funds held by the FCM in segregated accounts to satisfy this segregation
requirement. CFTC Form 1-FR-FCM instructions describe how this schedule is prepared
by FCMs having dealer options customers.

Schedule of Secured Amounts and Funds Held in Separate Accounts for
Foreign Futures and Foreign Options Customers Pursuant to CFTC
Regulation 30.7, Treatment of foreign futures or foreign options
secured amount
4.30 An FCM is required to show the total amount of funds required to be set aside in
Regulation 30.7 separate accounts to meet or satisfy all of its current obligations to each of
its United States-domiciled customers trading in commodity futures or options on futures
on a foreign commodity exchange. The amount set aside in Regulation 30.7 separate accounts is known as the secured amount. The schedule also shows the funds deposited in
Regulation 30.7 separate accounts to satisfy the secured amount requirement. (Detailed
instructions for computing an FCM’s secured amount are provided in the CFTC’s Form
1-FR-FCM instructions.)
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Additional Schedules Required From FCMs and IBs That Are Registered as
Securities Broker-Dealers
4.31 Additional supplementary schedules are required to be filed with the financial
statements of FCMs or IBs that are also registered with the SEC as registered securities
broker-dealers. These additional schedules may include the following depending on the
type of registration made:
Computation for determination of reserve requirements pursuant to SEC Rule
15c3-3
Information relating to possession or control requirements under SEC Rule
15c3-3

Statement of Financial Condition Account Descriptions
4.32 Many statement of financial condition accounts contained in an FCM’s or IB’s
general ledger are self-explanatory. The captions discussed in the following paragraphs require special comment because they have certain characteristics that are unique to FCMs
or IBs.

Cash
4.33 The following should be classified separately in the statement of financial condition or disclosed in the notes to the financial statements: cash in banks subject to withdrawal restrictions, restricted deposits held as compensating balances, and cash segregated
or held in compliance with federal or other regulations, such as cash deposited in a segregated bank account for the exclusive benefit of customers pursuant to Section 4d(a)(2)
of the Commodity Exchange Act (CEAct) or Regulation 30.7 of the CFTC. These are
discussed in the following paragraphs.

Assets Segregated Under Federal and Other Regulations
4.34 FCMs usually hold segregated assets in connection with trading on U.S. regulated
futures exchanges and also on foreign exchanges. Assets deposited by customers for trading
on U.S. exchanges are held in segregated accounts, according to section 4d(a)(2) of the
CEAct. Assets deposited by customers for trading on foreign exchanges are held in separate
accounts, according to Regulation 30.7 of the CFTC. Assets held in either segregated
4d(a)(2) accounts or Regulation 30.7 secured accounts are generically referred to as
segregated assets.
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4.35 Segregated assets may be held by the FCM or invested in accordance with CFTC
Regulation 1.25, Investment of customer funds. As such, they may be included as parts of
several different line items on the statement of financial condition, such as the following:
Cash
Securities, commodities, and derivative financial instruments
Margins on deposit with exchanges and clearing organizations
Settlements due from and payables due to exchange clearing organizations
Receivables from and payables to other FCMs
Securities purchased under agreements to resell
4.36 Because several different line items on the statement of financial condition may
contain segregated assets, many FCM’s and some registered securities broker-dealers disclose the components of segregated assets in the notes to the financial statements. Segregated assets should not be netted against the FCM’s payables to customers. The
components, including the location of segregated assets, may be disclosed in either the
body of the financial statements or in the notes thereto. (See exhibit 4.7, Notes to Financial
Statements, note 3, “Assets Segregated or Held in Separate Accounts Under Federal and
Other Regulations.”)
4.37 Securities owned by customers held by an FCM in segregated asset accounts may
be used to satisfy the FCM’s exchange or clearing organization margin requirements. Such
collateral is not owned by the FCM and is required to be held in a safekeeping capacity by
the FCM. Because the collateral is required to be segregated, it is included (set out as a distinct class of segregated assets) in the FCM’s schedule of the computation of its segregation
and secured amount requirements and computations of funds on deposit in such segregated accounts. However, because such collateral is not owned by the FCM, it is not
shown on the face of the statement of financial condition, although disclosure of such
items may be appropriate in the notes to the financial statements.

Exchange Memberships
4.38 Exchange memberships provide an FCM with the right to conduct business on the
exchange, as well as a form of ownership in the exchange. Many FCM’s have memberships
in several exchanges and may have more than one membership on any particular exchange.
Memberships are usually registered in the names of individuals who are affiliated with the
FCM. A membership held in the name of an individual is considered to be an asset of the
FCM if it is held by the FCM under an agreement (such as an ABC agreement) that would
require the individual, upon leaving the FCM, to do one of the following:
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Sell the membership and pay the proceeds over to the member organization
Transfer the membership for a nominal consideration to another person designated
by the member organization and satisfactory to the exchange
Pay the member organization the amount necessary to purchase another membership (if the named individual wishes to retain the membership)
4.39 A membership may be considered to be an asset of the FCM if its use has been contributed to the FCM under a formal or informal subordination agreement.
4.40 In general, exchange memberships required for operations should be held at cost,
and regular tests of impairment should be performed. However, such exchange memberships may be carried at fair value if so elected following the guidance in FASB ASC 82510-25. Prices for the sales of exchange memberships are available from the exchange. Due
to the demutualization of some exchanges, membership may no longer be aligned with
ownership in the exchange. In a demutualization, trading privileges are disaggregated from
ownership. The valuation of memberships and other forms of ownership/trading privileges
should be evaluated from an accounting and financial reporting standpoint. Refer to the
section “Exchange Memberships Owned or Contributed” at paragraph 7.48 for more
information.

Deposits With Exchange-Clearing Organizations
4.41 FCMs that are clearing members of exchanges or clearing organizations have deposits with exchange-clearing organizations to satisfy the margin requirements on their
proprietary and customer open futures and options on futures positions and to satisfy the
requirements set by clearing organizations for clearing membership. Margin deposits may
be referred to as performance bonds at some exchanges or clearing organizations.
4.42 In addition to margin or performance bond deposits, some exchange-clearing organizations may require clearing members to make a security or guaranty deposit. A clearing
member’s security or guaranty deposit may be applied to the clearing member’s obligations
to the clearing organization, or to the clearing organization’s obligations to other clearing
members or third parties, according to clearing organization bylaws and rules. Typically,
security or guaranty deposits are held for application in potential default situations by one
or more members of the clearing organization and are not used to meet an individual
clearing member’s original margin or variation margin requirements.
4.43 An FCM’s margin or performance bond deposits with exchange-clearing organizations may include any of the following, subject to individual exchange-clearing organization rules:
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Cash
U.S. government securities
Stock in the exchange-clearing organization
Other marketable securities
Collateralized letters of credit
4.44 An exchange-clearing organization may accept letters of credit from an FCM as
margin collateral. To be accepted for margin purposes, a member’s letters of credit must be
issued by a bank approved by the clearing organization and meet the clearing organization’s established criteria. Such letters of credit are not included in the FCM’s statement of
financial condition, unless they have been drawn upon, but should be disclosed in the
notes to the financial statements.
4.45 Any cash or securities placed on deposit or used as collateral for letters of credit
should be appropriately identified on the statement of financial condition as on deposit
or as pledged as may be appropriate and as required by FASB ASC 860, Transfers and
Servicing.

Due From and To Exchange-Clearing Organizations
4.46 In addition to margin and other deposits with exchange-clearing organizations and
fees payable, an FCM that is a clearing member of exchanges or clearing organizations typically has amounts due from or due to exchange-clearing organizations for daily variation
settlements on open futures and options on futures positions. The variation settlements receivable or payable are paid in cash on the day following the date of the statement of financial condition, but should be recorded in the customers’ account balances with
offsetting entries to the due from or due to exchange-clearing organizations on trade date.
4.47 Unless the criteria of FASB ASC 210-20 have been met, settlement amounts due to
or from one exchange-clearing organization should not be netted against settlement
amounts due from or to other unrelated exchange-clearing organizations. In addition, balances relating to customer activity may not be netted for financial reporting purposes
against those balances relating to noncustomer (house or proprietary) activity. Generally,
regulated commodity accounts cannot be offset, unless other regulated commodity accounts are owned by the same customer. The CFTC provides guidance on this topic in the
instructions to Form 1-FR-FCM, which is available at www.cftc.gov.
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4.48 An FCM that is a clearing member of an exchange or clearing organization may
also have a payable to such organizations for items including clearing or exchange fees for
trades cleared for the accounts carried or owned by the FCM.

Receivables From and Payables to Other FCMs
4.49 If an FCM maintains proprietary or customer omnibus accounts with another
FCM (carrying broker), the equity balances in those accounts, along with any FCMowned securities or property deposited with the carrying broker, are recorded as a receivable from or payable to the carrying broker and are included in the balance for receivables
from other brokers on the FCM’s statement of financial condition. Receivables from an
FCM should not be netted against payables to a different FCM (refer to FASB ASC 21020, for additional guidance).
4.50 FASB ASC 210-20-05-1, states that “it is a general principle of accounting that the
offsetting of assets and liabilities in the balance sheet is improper except if a right of setoff
exists.” The FASB ASC glossary defines right of setoff as a debtor’s legal right, by contract
or otherwise, to discharge all or a portion of the debt owed to another party by applying
against the debt an amount that the other party owes to the debtor. FASB ASC 210-2045-1 states that a right of setoff exists when all of the following conditions are met:
a. Each of two parties owes the other determinable amounts.
b. The reporting party has the right to set off the amount owed with the amount
owed by the other party.
c. The reporting party intends to set off.
d. The right of setoff is enforceable at law.
4.51 Omnibus or proprietary trading accounts carried by an FCM for other FCMs or
brokers that are not consolidated affiliates of the FCM are generally classified as customer
accounts on the FCM’s statement of financial condition. Accounts that have net credit
balances are included in the FCM’s total payables to customers, while accounts that have
net debit balances are included in the FCM’s total receivables from customers.

Receivables From and Payables to Customers
4.52 Receivables from customers represent the total of net debits or deficits in individual
customer trading accounts carried by the FCM. Receivables from customers may arise
from trading losses or cash commodity deliveries taken by the FCM’s customers that
were financed by the FCM. On the FCM’s statement of financial condition, the total
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receivables from customers should not be netted against the FCM’s total payables to customers whose accounts carried by the FCM contain net credit balances; however, netting
of two or more accounts of an individual customer is appropriate if there is a legal right of
offset among the accounts and the accounts are of identical name and ownership (see the
previous discussion for additional guidance).
4.53 Payables to customers on an FCM’s statement of financial condition represent the
aggregate of accounts with credit balances. Such amounts arise primarily in connection
with commodities and derivative financial instrument transactions and include gains and
losses on open commodity trades. The value of customer-owned property (such as the
value of customer-owned fully paid for securities placed on deposit with the FCM for margining [or other] purposes and fully paid for options positions held in customer accounts),
should not be included in the balances shown on the FCM’s statement of financial condition. However, the fair value of such amounts that the FCM is permitted by contract to
sell or repledge should be disclosed in the notes to the financial statements. See FASB ASC
860-30-50 for disclosure requirements.
4.54 For financial statement presentation purposes, payables to and receivables from
customers will include accounts of persons who are affiliated with the FCM or anyone
who is a principal of the FCM, such as an officer, director, partner, member, or stockholder, and any person who is materially involved in the management of the FCM’s business, the handling of customer funds or trades, or the keeping of records pertaining to
customer funds and trades (and therefore considered, for CFTC regulatory purposes, not
to be a customer of the FCM). An account carried by an FCM for an unaffiliated FCM,
either as a proprietary or customer omnibus account of the other FCM, is considered a
customer account of the FCM.

Securities Sold Under Agreements to Repurchase
4.55 A repurchase transaction (repo) is, in its simplest form, a sale of a security coupled
with an agreement by the seller to repurchase the same or substantially the same security8
from the same counterparty at a fixed or determinable price (generally the original sale price
plus accrued interest) within a fixed or variable period. FASB ASC 860 provides specific criteria for determining whether repos should be accounted for as sales or as secured borrowings. See the discussion of secured borrowings in the Audit and Accounting Guide Brokers
and Dealers in Securities and chapter 7, “Accounting Guidance,” of this practice aid.
4.56 As they become more complex, repos are subject to agreements that can allow for
the substitution of collateral, the exchange of additional margin, variable term, a fixed
term with a variable rate, or the return of substantially the same security.
8. The meaning of substantially the same is explained in FASB ASC 860-10-40-24.
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Securities Purchased Under Agreements to Resell
4.57 A reverse repurchase agreement (reverse repo or resale) is, in its simplest form, the
purchase of a security at a specified price with an agreement to sell the same or substantially the same security to the same counterparty at a definite price at a future date. Repos
and reverse repos that are accounted for as secured borrowings should be reported on the
statement of financial condition and may be netted if the conditions of paragraphs 11-13
of FASB ASC 210-20-45 are met. See also the discussion of secured borrowings in
the Audit and Accounting Guide Brokers and Dealers in Securities and chapter 7 of this
practice aid.

Securities, Commodities, and Derivative Financial Instruments Owned
4.58 Proprietary securities, commodities, and derivative financial instruments owned by
an FCM or IB for trading or investment purposes are each included in unique captions on
the statement of financial condition. Securities owned, commodity interests owned, and
derivative contracts (such as options, futures, options on futures, and forwards) should be
disclosed as separate categories on the face of the statement of financial condition (refer to
exhibit 4.2 for further information).
4.59 Positions resulting from proprietary trading are reported at current market or fair
values, and unrealized gains or losses resulting from marking these to the market or fair
value are included in profit or loss. See chapter 7 of this practice aid for a more complete
discussion of valuing securities and commodities owned.
4.60 To the extent that any proprietary positions have been used as collateral for a repo
or customer segregated or secured funds purposes, these should be appropriately identified
on the statement of financial condition as a “pledge” of the proprietary position in accordance with FASB ASC 860 if the secured party has the right to sell or repledge the
positions.

Bank Loans
4.61 Bank loans represent obligations incurred by an FCM or IB and may be secured or
unsecured. Secured bank loans are generally collateralized by warehouse receipts, marketable securities, or other identified assets that are readily marketable and otherwise unencumbered. FCMs or IBs should disclose in the notes to the financial statements the
general attributes of the loans, including collateral pledged. FASB ASC 860-30 addresses
the accounting for collateral and requires, in some cases, that an entity reclassify an asset
pledged as collateral to indicate that it is encumbered.
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Subordinated Borrowings
4.62 FCMs and IBs use subordinated loans as sources of regulatory capital. These loans
may be cash loans or secured demand notes. Cash loans represent cash received by the
FCM or IB and the issuance of a cash subordinated loan payable. Secured demand notes
do not involve any cash receipt; rather, the lender provides collateral (such as a fixed income security) against a demand note receivable, and the FCM or IB issues the secured demand note collateral agreement to the same party. These loans are often made by persons
associated with the FCM or IB, usually a partner, parent corporation, or principal shareholder, officer, employee, member, or family member. To qualify for exclusion from liabilities in computing the FCM’s or IB’s regulatory net capital, a subordinated loan must be
subject to a subordination agreement that satisfies the minimum and nonexclusive requirements for such an agreement set forth in CFTC Regulation 1.17h, and must be approved by the FCM’s or IB’s DSRO. If a subordinated loan or collateral for a secured
demand note is subject to a satisfactory subordination agreement, as defined by CFTC
Regulation 1.17h, and meets the requirements set forth in CFTC Regulation 1.17d-1, it
will qualify as equity capital when computing the FCM’s or IB’s required debt-equity total
pursuant to CFTC Regulation 1.17d.
4.63 In a typical subordinated cash loan agreement, the lender lends cash to the FCM or
IB and in return receives from the FCM or IB a written promise in the form of a note that
sets forth the repayment terms, the interest rate, and the provisions under which the lender
agrees to subordinate its claims to the claims of the general creditors of the FCM or IB.
Subordinated loan agreements may require the FCM or IB to maintain stated levels of
profitability, working or otherwise defined capital levels, or certain specified financial ratios during the term of the loan. These kinds of requirements are generally referred to as
loan covenants. The notes to the financial statements should describe the covenants, any
gap in covenant compliance, and waivers or cures obtained.
4.64 A secured demand note is an interest-bearing promissory note executed by the
lender and is payable upon demand of the FCM or IB to which it is contributed. These
notes are generally collateralized by marketable securities. Upon demand, the note becomes due and collectible. The right to demand payment may be conditioned upon the
occurrence of certain events.
4.65 Under a secured demand note agreement, the lender retains ownership of the collateral, benefiting from increases and bearing the risk for decreases in its value. Securities
pledged as collateral must be fully paid and must be in bearer form or registered in the
name of the FCM or IB or its custodian, which allows the securities to be used by the
FCM or IB. The adequacy of the collateral is determined after application of any haircuts
and undue concentration charges, and the lender may withdraw any excess collateral, or

137

substitute cash or other securities as collateral. The securities received as collateral and
cash, if any, are recorded in a secured demand note account similar to a customer account.
The fair market value of the collateral is not reflected on the FCM’s or IB’s statement of
financial condition. Also see FASB ASC 860-30, which provides guidance on the financial
reporting treatment of collateral.

Guarantees of Indebtedness
4.66 FASB ASC 460, Guarantees, requires the FCM or IB to disclose information in the
notes to the financial statements about its obligations under certain guarantee arrangements. FASB ASC 460-10-15 provides guidance on the scope and type of transactions
subject to the guidance in FASB ASC 460. Covered under this guidance are contracts (and
indemnification agreements) that contingently require a guarantor to make payments to a
guaranteed party based on changes in an underlying (a variable that, along with either a notional amount or a payment provision, determines the settlement of a derivative instrument) related to an asset, a liability, or an equity security of the guaranteed party; contracts
that contingently require the FCM or IB to make payments to a guaranteed party based
on another entity’s failure to perform under an obligating agreement; and indirect guarantees of the indebtedness of others. Exceptions to the preceding contracts are noted in
FASB ASC 460-10-15-07.

Income Statement Account Descriptions
4.67 Many income statement accounts of FCMs and IBs are analogous to those of other
entities. This practice aid discusses those income statement accounts that arise based on
transactions that are typical to FCMs and IBs. Income statement accounts of FCMs and
IBs include the following:
Commission income and expense
Interest income and expense
Trading gains and losses, net
Dividend income and expense
Employee compensation
Floor brokerage
Clearing and exchange fees
Information technology
Occupancy and equipment rental
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4.68 Certain of the income statement accounts for commodities transactions listed in
the preceding paragraph that are typical to FCMs, such as floor brokerage and clearing and
exchange fees, are not applicable to IBs. They should not appear on IBs’ income statements because CFTC Regulation 1.57, Operations and activities of introducing brokers,
does not permit IBs to carry customer or noncustomer commodity trading accounts. If an
IB is also a registered securities broker-dealer, income statement accounts pertaining to securities transactions and the processing of securities trades may appear on the IB’s income
statement.

Commission Income and Expense
4.69 Acting as an agent to its customers, an FCM accepts, executes, and processes commodity futures and options on futures trade orders and other commodity transactions on
behalf of the customer accounts the FCM carries. In return for such services, the FCM
charges its customers a fee called a commission. For those instances in which commissions
are charged to the customer when the transaction is closed, the commission is charged on
a round-turn basis. For financial reporting purposes, the FCM should recognize and accrue commissions earned on customers’ open futures positions on a half-turn basis, even
though the FCM may not charge the customer’s account for commissions until the open
positions are closed out. If a customer buys or sells an option-on-futures contract, the
FCM will typically charge the customer’s account for commissions on a half-turn basis.
4.70 Commissions earned by an FCM are determined by the commission rates agreed to
by the FCM and its customers and by the number of futures and options contracts
ordered, executed, and processed for customers’ commodity futures and options trading
accounts.
4.71 An IB earns commissions by introducing customer accounts to FCMs and by soliciting, receiving, and transmitting customers’ futures and options trade orders to the
FCM carrying the customers’ accounts. The amount of commissions earned by an IB is
usually determined by the commission rate agreements negotiated by the IB and the FCM
carrying the customer accounts. The rate may be either a negotiated percentage of the
commissions charged by the FCM to the introduced customers, or may be based on the
number of futures and options trade orders transmitted by the IB to the FCMs. In its
statement of income or operations, an IB will reflect commissions earned during the reporting period pursuant to the commission agreements entered into by the IB with its
clearing FCMs.
4.72 FCMs may pay commissions to an IB (that is, an independent contractor) for introducing trades of the IB’s customers to the FCM. The commission paid represents a reduction of the FCM’s commission revenue and is usually offset against the commissions

139

received by the FCM from the customers that are introduced by the IB for purposes of
presentation in the statement of income or operations. Alternatively, a number of FCMs
report the commissions paid on a gross basis. That is, they report the commissions paid as
an expense, which is reported separately in the statement of income or operations.

Interest Income and Expense9
4.73 FCMs and IBs earn interest income on investments subject to reverse repos and on
other FCM investments. For an FCM, additional sources of interest income earned may
include the following:
Interest earned on investments of customers’ funds deposited with the FCM
Interest charged to customers’ accounts for cash commodity deliveries that were
taken by the FCM for the benefit of customers and financed by the FCM
Interest earned from loans made by an FCM to its customers
Interest earned on clearing deposits
Interest earned on reverse repo agreements
Interest earned from customers’ debit balances
4.74

Interest expense typically arises from the following:
Interest on cash borrowings to finance payment for securities purchased and cash
commodity deliveries taken
Interest on subordinated and other loans
Interest on customers’ credit balances
Interest on repo agreements

Trading Gains and Losses10
4.75 An FCM may buy and sell for its own account. Per FASB ASC 940-320-35-3, the
profit or loss is measured by the difference between the acquisition cost and the selling
price or current market or fair value.
19. In certain cases, FCMs may need to evaluate the guidance in FASB ASC 605-45 as to whether interest
income earned on customer funds may be eligible to be reflected net of any expense for the payment of
interest to the customers.
10. See the section beginning at paragraph 7.03 for a discussion of fair value.
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4.76 Trading gains and losses, which are composed of both realized and unrealized gains
and losses, are generally presented net. Disclosure in the notes to the financial statements
of the type of financial instruments traded and related gains or losses is not required; however, it is recommended. Trading gains and losses are recorded on the trade date. The use
of trade date is an accounting policy that should be disclosed in the notes to the financial
statements.

Dividend Income and Expense
4.77 FCMs and IBs may earn dividend income from equity securities owned and may
incur payments in lieu of dividends from equity securities sold, not yet purchased.

Employee Compensation and Benefits
4.78 Account executive (sales force) compensation represents commissions paid to account executives based on their production, the revenue they generate for the FCM. Commission rates for account executives are somewhat standardized, but can vary depending
on individual account executives’ employment terms, customer base (for example, institutional or retail), and the number of futures and options contracts traded by the account
executive’s customers.
4.79 Other account executive and employee compensation includes employee salaries,
bonuses, payroll taxes, and employee benefits. These expenses are not significantly different for FCMs or IBs than for other industries, except that at FCMs and IBs, bonuses
usually represent a greater percentage of an individual’s total compensation.
4.80 In the event that an FCM/IB pays compensation by issuing its shares, share options
or other equity instruments in the FCM or a related entity, FASB ASC 718-10-30-3 states
that entities should account for the compensation cost from share-based payments with
the fair value based method set forth in FASB ASC 718, Compensation—Stock Compensation. This guidance should be referred to if an FCM or IB issues any equity-based
compensation.

Floor Brokerage
4.81 In executing trades on an exchange floor for its own or for its customers’ accounts,
an FCM often uses floor brokers other than the floor brokers employed or controlled by
the FCM. If the floor brokers are not employed or controlled by the FCM, the FCM is
charged for such brokers’ services and incurs a liability for floor brokerage payable. Similarly, if an originating FCM or floor broker utilizes an executing FCM’s floor brokers to
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execute trades on the originating FCM’s or broker’s behalf, the executing FCM earns floor
brokerage and records a receivable from the originating FCM or broker. In the United
States, execution and floor brokerage are usually paid through the agricultural trade option
merchant (ATOM) and give-up payment system (GPS), which are automated floor brokerage settlement services. (See the glossary to this practice aid for additional information on
ATOM and GPS.)

Clearing and Exchange Fees
4.82 Exchange fees are charged by exchanges for the privilege of trading futures contracts and options on futures contracts on those exchanges. Exchange clearing organizations charge a clearing fee for clearing trades executed on the exchange floor. Additionally,
the NFA charges a transaction fee for each futures and option contract trade executed on a
regulated U.S. market and on foreign boards of trade by U.S.-domiciled customers who
are protected by being included in a secured separate account (Regulation 30.7). There are
exchange and clearing fees incurred in connection with the trading of noncommodity options, as well as equity products to the extent they are traded on an exchange or cleared
through a clearing corporation. Generally, exchange fees and clearing fees are fixed. Rates
for a trade may differ among kinds of trades (such as foreign exchange and GLOBEX
trades), but do not vary with volume. Clearing fees, although charged at a fixed rate for a
transaction, may cease to be charged if a clearing member’s trade volume for a set period
exceeds a predetermined cap for fees. That is, trades cleared above the clearing member’s
volume cap are not subject to a clearing fee.

Information Technology
4.83 Information technology expenses, including communications, information systems, and data services (for example, the Reuters, Bloomberg, and Telerate services) tend
to be significant for FCMs and IBs as a result of their dependence on communication and
information networks. FCM officers, managers, floor brokers, account executives, clerks,
and other support staff constantly use the telephone to interact with customers, other
FCMs and IBs, commodity exchange and clearing organization staffs, and the FCM’s
branch locations. They also use communication lines to receive quotation, ticker, and
news services, and they use direct computer links to other FCMs and IBs, branches, clearing organizations, exchanges, analytical services, and customers.
4.84 FCMs and other financial service companies may develop software internally or
customize purchased software for proprietary purposes to service their customer base or
for other uses. FASB ASC 350-40 provides guidance as to when such items are capitalized
or expensed in the current period.
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4.85 The notes to the financial statements generally include a description of any software capitalization, including the criteria used, amounts capitalized, expected life of the
software, and the amortization method used. Software developed internally or purchased
and customized needs to be tested for impairment on a periodic basis. Impairment charges
may need to be disclosed on a separate line item in the statement of operations and may
also be disclosed in the notes to the financial statements.

Occupancy and Equipment Rental
4.86 Occupancy expenses include rent, electricity, and depreciation on fixed assets.
Rental expense is also incurred on equipment leased for information systems, clerical, and
other office purposes and functions. Rent can be a significant expense for FCMs and IBs
having large retail customer networks and numerous branch offices. For this reason, FCMs
and IBs doing mostly retail customer business tend to have higher occupancy and equipment rental costs than FCMs or IBs having mostly large institutional customers and more
concentrated office sites.

Disclosures11
Netting of Balances and Transactions
4.87 Certain transactions, balances, and contracts may be presented in an FCM’s financial statements on a net basis. Such amounts may include customer balances, balances at
financial institutions, derivative and financing transactions, and others as may be appropriate in the circumstances. In all instances the guidance in FASB ASC 210-20 should be
considered in determining the propriety of any netting activity. The notes to the financial
statements disclose, as appropriate, the nature and extent of netting that has occurred pursuant to enforceable netting agreements.

Certain Significant Risks and Uncertainties
4.88 FASB ASC 275-10-50-1 requires entities to include in their financial statements
disclosures about (a) the nature of their operations, (b) the use of estimates in the preparation of financial statements, (c) certain significant estimates, and (d) current vulnerability
due to certain concentrations.

11. At the time of publication, certain FASB guidance in exposure draft form has not yet been finalized.
Some of this guidance will impact the information required to be disclosed in the notes to financial
statements. Readers should be alert for new guidance.
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Certain Significant Estimates
4.89 Paragraphs 7–8 of FASB ASC 275-10-50 require disclosures regarding estimates
used in the determination of the carrying amounts of assets or liabilities, or in the disclosure of gain or loss contingencies if known information available prior to issuance of the
financial statements indicates that both of the following criteria are met:
It is at least reasonably possible that the estimate of the effect on the financial statements, situation, or set of circumstances that existed at the date of the financial
statements will change in the near term due to one or more future confirming
events. (The term reasonably possible is consistent with its use in FASB ASC 450-20
to mean that the chance of a future transaction or event occurring is more than
remote, but less than likely.)
The effect of the change would be material to the financial statements.
4.90 Per FASB ASC 275-10-50-9, the disclosure should indicate the nature of the uncertainty and an indication that it is at least reasonably possible that a change in the estimate will occur in the near term. If the estimate involves a loss contingency as defined in
FASB ASC 450-20, the disclosure should also include an estimate of the possible loss or
range of loss, or state that such an estimate cannot be made.
4.91 Examples of uncertainties that may fall in one or more of these categories found at
certain FCMs and IBs include the following:
Significant inventory positions that were valued as of a specific point in time
Estimates made regarding the value of commodities or securities that have no ready
market (such as valuations made in good faith by management)
4.92 Besides good-faith valuations of securities made by management, the following
are examples of similar estimates that are often included in an FCM’s and IB’s financial
statements:
Impairment of long-lived assets, for example, assets related to marginal branches
Estimates involving assumed prepayments, for example, mortgage-related
derivatives
Valuation of goodwill and intangible assets
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Current Vulnerability Due to Certain Concentrations
4.93 FCMs and IBs should disclose concentrations as described in FASB ASC 275-1050 if, based on information known to management prior to issuance of the financial statements, all of the following criteria as described in FASB ASC 275-10-50-16 are met:
The concentration exists at the date of the financial statements.
The concentration makes the FCM or IB vulnerable to the risk of a near-term
severe impact.
It is at least reasonably possible that the events that could cause the severe impact
will occur in the near term.
4.94 Concentrations described below require disclosure if they meet the criteria listed in
paragraph 4.93. According to FASB ASC 275-10-50-18, some concentrations may fall
into more than one of the following categories:
Concentrations in the volume of business transacted with a particular customer, supplier, lender, or other similar parties. The potential for severe impact can result, for
example, from total or partial loss of the business relationship. For purposes of
FASB ASC 275-10, it is always considered at least reasonably possible that any
customer, or other similar party, will be lost in the near term.
Concentrations in revenue from particular products or services. The potential for
severe impact can result, for example, from volume or price changes or the loss of
regulatory or contractual protection for the particular source of revenue.
Concentrations in the available sources of services, licenses or other rights the entity has
that are integral to the entity’s operations. The potential for severe impact can result,
for example, from changes in the availability to the entity of a resource or a right.
Concentrations in the market or geographic area in which an entity conducts its operations. The potential for severe impact can result, for example, from negative effects
of the economic and political forces within the market or geographic area. It is
always considered at least reasonably possible that operations located outside an
entity’s home country will be disrupted in the near term.
4.95 Concentrations, including known group concentrations, require disclosure if they
meet the preceding criteria. (Group concentrations exist if a number of counterparties or
items that have similar economic characteristics collectively expose the reporting FCM or
IB to a particular kind of risk.)
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Derivative Financial Instruments
4.96 Derivative financial instruments typically are used only for speculative trading purposes by an FCM or IB, in which case the derivative instruments would be accounted for
at fair value, and not subject to many of the provisions in FASB ASC 815, Derivatives and
Hedging. See the discussion beginning at paragraph 4.58 for more information. The subsequent paragraphs provide information in circumstances where the FCM or IB would be
required to follow the guidance in FASB ASC 815.
4.97 FASB ASC 815 provides guidance for derivative instruments, including certain derivative instruments embedded in other contracts, and for hedging activities. The disclosures required for these instruments are extensive and depend upon both the instruments
held and the purpose for which they are held (for speculative trading purposes or for
another purpose such as hedging). In addition, certain elections may be made that affect
the disclosures required. Refer to the full text of the guidance to fully understand the
requirements.
4.98 In March 2008, FASB issued FASB Statement No. 161, Disclosures about Derivative Instruments and Hedging Activities—an amendment of FASB Statement No. 133. This
statement requires enhanced disclosures about (1) how and why an entity uses derivative
instruments; (2) how derivative instruments and related hedged items are accounted for
under FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, and its related interpretations (FASB ASC 815); and (3) how derivative instruments
and related hedged items affect an entity’s financial position, financial performance, and
cash flows. To meet these objectives, FASB Statement No. 161 requires qualitative disclosures about objectives and strategies for using derivatives, quantitative disclosures about
fair value amounts of and gains and losses on derivative instruments, and disclosures about
credit-risk-related contingent features in derivative agreements. These further disclosures
are intended to improve the transparency of financial reporting.
4.99 FASB Statement No. 161 is effective for financial statements issued for fiscal years
and interim periods beginning after November 15, 2008. FASB Statement No. 161 applies to all entities and derivative instruments, including bifurcated derivative instruments
and related hedge items accounted for under FASB Statement No. 133 and its related
interpretations.
4.100 This guidance is located in FASB ASC 815-10-50 and is labeled as “Pending
Content” due to the transition and open effective date information discussed in
815-10-65-1.
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Disclosures About Valuation of Financial Instruments
4.101 FASB ASC 820, Fair Value Measurements and Disclosures, addresses how entities
should measure fair value when they are required to use a fair value measure for recognition or disclosure purposes under GAAP. As a result of this guidance, a common definition
of fair value now exists to be used throughout GAAP. (See chapter 7 for more information
on fair value.)
4.102 The disclosure requirements related to fair value measurement are found in FASB
ASC 820-10-50. (See also FASB ASC 825-10-50 for guidance on fair value disclosures related to financial instruments.) For assets and liabilities that are measured at fair value
on a recurring basis, the reporting entity should disclose the following information for
each interim and annual period (except as otherwise specified) separately for each major
category of assets and liabilities:
a. The fair value measurements at the reporting date
b. The level within the fair value hierarchy in which the fair value measurements in
their entirety fall, segregating fair value measurements using quoted prices in active
markets for identical assets or liabilities (level 1); significant other observable inputs
(level 2); and significant unobservable inputs (level 3)
c. For fair value measurements using significant unobservable inputs (level 3), a reconciliation of the beginning and ending balances, separately presenting changes
during the period attributable to any of the following:12
i. Total gains or losses for the period (realized and unrealized), segregating those
gains or losses included in earnings (or changes in net assets), and a description
of where those gains or losses included in earnings (or changes in net assets) are
reported in the statement of income (or activities)
ii. Purchases, sales, issuances, and settlements (net)
iii. Transfers in or out, or both, of level 3 (for example, transfers due to changes in
the observability of significant inputs)
d. The amount of the total gains or losses for the period in previous subparagraph
(c)(i) included in earnings (or changes in net assets) that are attributable to the
change in unrealized gains or losses relating to those assets and liabilities still held at
the reporting date and a description of where those unrealized gains or losses are
reported in the statement of income (or activities)

12. For derivative assets and liabilities, this reconciliation disclosure may be presented net.
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e. In annual periods only, the valuation technique(s) used to measure fair value and a
discussion of changes in valuation techniques, if any, during the period
4.103 Paragraph 5 of FASB ASC 820-10-50 contains the required disclosures for assets
and liabilities measured at fair value on a nonrecurring basis. Paragraph 8 of FASB ASC
820-10-50 states that quantitative disclosures required should be presented in tabular format. The reporting entity is encouraged, but not required, to combine the fair value information disclosed under FASB ASC 820-10-50 with the fair value information disclosed
under other accounting pronouncements. In addition, any entity that has not voluntarily
applied the disclosure guidance found in FASB ASC 820-10-50 to certain nonfinancial assets and liabilities (as discussed in FASB ASC 820-10-15-1A), disclosures should be made
regarding those assets in accordance with FASB ASC 820-10-50-8A.

Financial Statements and Other Exhibits
4.104 The financial statements required to be filed under CFTC Regulation 1.10 are
not required to be in comparative form, and the accompanying financial statement exhibits are not prepared on that basis. However, if comparative financial statements are prepared, there is no need to present the supplementary information on a comparative basis.
4.105 The following exhibits are for illustrative purposes only and have been prepared
to show how various items might be presented, assuming they are material in the particular circumstances. The exhibits present the financial statements and supplementary schedules of a typical FCM, and include the cover and attestation page to CFTC Form
1-FR-FCM. A typical IB’s financial statements and supplementary schedules would be
similar to those of an FCM, with the exception that an IB’s financial statements and
schedules would not include or reflect balances relating to customer commodity trading
accounts. The financial statements of individual entities may vary from these illustrations
depending upon facts or circumstances present at the time of issuance.
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EXHIBIT 4.1
STANDARD FCM CO., INC.
1 Main Street
New York, NY 10000
212 555-1000
March XX, 20X2
Standard FCM Co, Inc., a registered futures commission merchant, is submitting this audited
annual report as of and for the year ended December 31, 20X1 and its attachments. The person whose signature appears below represents that, to the best of their knowledge, all information contained therein is true, correct, and complete.*
John J. Smith
John J. Smith†
Chief Financial Officer

* This document can be used as the required oath for a futures commission merchant (FCM) or introducing
broker (IB) filing its audited annual report. This illustration may be used in place of the cover page of the
Form 1-FR. Use of letterhead is optional, see Commodity Futures Trading Commission (CFTC) Regulation
1.16, Qualifications and reports of accountants, for specific requirements.

† Authorized signer must be registered as a principal of the firm.
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EXHIBIT 4.2
STANDARD FCM CO., INC.
STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 20X1
(Dollars In Thousands, Except Share Data)
Assets‡
Cash and cash equivalents
Cash and securities segregated under federal and other regulations
Securities purchased under agreements to resell¦
Deposits with exchange clearing organizations ($60,250 pledged)#
Receivables
Clearing organizations
Broker-dealers and futures commission merchants
Customers**
Securities owned ($115,000 pledged)#
Derivative contracts
Cash commodities, pledged#
Secured demand notes
Memberships in exchanges
Fixed assets and computer software, net
Other assets
Liabilities and Stockholders’ Equity††
Liabilities
Short-term bank loans
Securities sold under agreements to repurchase*
Payables
Clearing organizations
Broker-dealers and futures commission merchants
Customers
Securities sold, not yet purchased
Derivative contracts
Income taxes payable, including deferred taxes of $330
Accounts payable, accrued expenses, and other liabilities
Commitments, contingencies and guarantees
Subordinated borrowings
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$ 19,283
17,900
14,259
90,114
1,785
7,658
1,571
138,641
11,989
2,294
2,000
3,680
4,901
2,169
$318,244

$

5,200
5,304

2,064
14,117
132,725
94,261
7,097
810
7,407
268,985
22,000

Liabilities and Stockholders’ Equity†† (continued)
Stockholders’ equity
Preferred stock, class A, $5 cumulative, $100 par value;
10,000 shares authorized, 5,000 issued and outstanding
Preferred stock, class B, $1 noncumulative, $10 par value;
1,000,000 shares authorized, 600,000 issued and outstanding
Common stock, $1 par value; 250,000 shares
authorized, 32,000 shares issued and outstanding
Additional paid-in capital
Retained earnings
Total stockholders’ equity‡‡

500
6,000
32
17,265
3,462
27,259
$318,244

‡ Presentation by location is permitted.
¦ Repurchase agreements, reverse repurchase agreements and government securities transactions entered
into by FCMs that are not also registered broker-dealers or government dealers are subject to certain
regulatory limitations. Proprietary transactions in other securities are also subject to certain limitations,
and securities transactions for customers are generally prohibited.
# To the extent that collateral has been pledged and the counterparty has the right by contract or custom
to sell or repledge the collateral, separate captions in the statement of financial condition may be
needed (parenthetical disclosure is acceptable)—see Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 860, Transfers and Servicing.
** Valuation allowances should be shown, if material, either parenthetically or in a note.
†† For FCMs that are also registered securities broker-dealers, FASB ASC 480, Distinguishing Liabilities
from Equity, provides guidance for how an entity classifies and measures certain financial instruments
with characteristics of both liabilities and equity.
‡‡ It is permissible for the purpose of a separate report on the statement of financial condition to present
only the total of stockholders’ equity (that is, $27,259) without disclosure of the various components.

The accompanying notes are an integral part of these financial statements.
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EXHIBIT 4.3
STANDARD FCM CO., INC.
STATEMENT OF INCOME¦¦
FOR THE YEAR ENDED DECEMBER 31, 20X1
(Dollars In Thousands)
Revenues##
Commissions and fees
Interest
Trading gains and losses, net
Gain on sale of exchange memberships
Other income
Expenses
Commissions
Brokerage, execution, clearing and exchange fees
Employee compensation and benefits
Information technology and communications
Occupancy and equipment rental
Interest
Advertising
Other expenses
Income before income taxes
Provision for income taxes
Net income

$52,995
8,555
2,475
670
470
65,165
28,630
9,939
8,493
5,975
5,486
1,890
1,170
1,028
62,611
2,554
1,282
$ 1,272

¦¦ FASB ASC 220, Comprehensive Income, establishes guidance for reporting and display of comprehensive
income and its components. This guidance requires that all items that are required to be recognized as
comprehensive income be reported in a financial statement that is displayed with the same prominence
as other financial statements. The guidance does not require a specific format for that financial statement, but requires that an entity display an amount representing total comprehensive income for the period in that financial statement. FASB ASC 220 does not apply to an entity that has no items of other
comprehensive income in any period presented.
## The statement of income is presented in a single-step format. Presentation and grouping of components
may be justified to enable users to better understand revenue and expense relationships. For example,
commission and brokerage revenue and related direct costs such as commission expense, and proprietary
trading gains and losses and related direct costs such as traders’ compensation or participation may be
grouped and presented to arrive at revenue before other expenses.

The accompanying notes are an integral part of these financial statements.
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EXHIBIT 4.4
STANDARD FCM CO., INC.
STATEMENT OF CHANGES IN LIABILITIES SUBORDINATED
TO CLAIMS OF GENERAL CREDITORS
FOR THE YEAR ENDED DECEMBER 31, 20X1
(Dollars In Thousands)
Subordinated borrowings as of January 1, 20X1
Maturities
Renewals***
Subordinated borrowings as of December 31, 20X1

$22,000)
(8,000)
8,000)
$22,000)

*** Issuances should be presented separately from renewals.

The accompanying notes are an integral part of these financial statements.
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Balances at
January 1, 20X1
Issuance of Class B
preferred shares
Dividends on
preferred shares
Class A—$5 a share
Class B—$1 a share
Net income
Balance at
December 31, 20X1
$500

5,000

$6,000

$6,000

600,000

600,000

—

—

32,000

32,000

Shares

$32

$32

Amount

Common

$17,265

$17,265

Additional
Paid-In
Capital

The accompanying notes are an integral part of these financial statements.

$500

Class B
Shares
Amount

Preferred
Amount

5,000

Shares

Class A

Capital Stock

FOR THE YEAR ENDED DECEMBER 31, 20X1
(Dollars In Thousands, Except Per Share Data)

STANDARD FCM CO., INC.
STATEMENT OF CHANGES IN STOCKHOLDERS’ EQUITY

EXHIBIT 4.5

$3,462)

(25)
(600)
1,272)

$2,815)

Retained
Earnings

$27,259)

(25)
(600)
1,272)

6,000)

$20,612)

Total
Stockholders’
Equity

EXHIBIT 4.6
STANDARD FCM CO., INC.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 20X1
(Dollars In Thousands)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
used in operating activities:
Depreciation and amortization
Deferred taxes
Gain on sale of memberships in exchanges
Increase (decrease) in operating assets and liabilities:
Cash and securities segregated under federal and
other regulations
Securities purchased under agreements to resell
and securities sold under agreements to repurchase, net1
Deposits with exchange clearing organizations
Receivable from and payable to, net
Clearing organizations
Broker-dealers and futures commission merchants
Customers
Securities owned and sold, not yet purchased, net
Derivative contracts, net2
Cash commodities
Other, net

$( 1,272)

$

170)
330)
(670)

(15,230)
6,477)
2,627)
(7,880)
(2,765)
2,526)
5,048)
3,019)
788)
(544)

Total adjustments

(6,104)

Net cash used in operating activities
Cash flows from investing activities:
Proceeds from sale of memberships in exchanges
Purchase of fixed assets and computer software
Purchase of stock in clearing organizations
Net cash used in investing activities

(4,832)
1,572)
(1,243)
(1,240)
(911)

(continued)
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Cash flows from financing activities:
Short-term bank loans payable
Issuance of preferred stock
Dividends paid on preferred stock

1,446)
6,000)
(625)

Net cash provided by financing activities

6,821)

Increase in cash and cash equivalents

1,078)

Cash and cash equivalents, January 1, 20X1

18,205)

Cash and cash equivalents, December 31, 20X1

$19,283)

Supplemental cash flow disclosures:
Income tax payments (paid to Parent)

$

142)

Interest payments

$ 1,206)

Noncash financing activity—renewal of maturing subordinated debt

$ 8,000)

The accompanying notes are an integral part of these financial statements.
1. Depending on the nature of the activity, securities purchased under agreements to resell can be classified as operating or investing; likewise, securities sold under agreements to repurchase can be classified as operating or
financing.
2. FASB ASC 815-10-45 requires all cash flows associated with a derivative that contains an other-than-insignificant financing element at inception, other than a financing element inherently included in an at-themarket derivative instrument with no prepayments (that is, the forward points in an at-the-money forward
contract), to be reported as cash flows from financing activities in the statements of cash flows from financing activities as opposed to reporting only the cash flows related to the financing element of the derivative as
a financing activity.
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EXHIBIT 4.7
STANDARD FCM CO., INC.3
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 20X1
(Dollars In Thousands)
NOTE: The following notes are illustrative only. In some situations, the information in
the notes may be better presented within the financial statements; in other situations, information not required by regulation may not be sufficiently material to warrant disclosure. Additionally, these notes may not include all disclosures required by any individual
entity or Regulation S-X. For possible additional disclosures, please refer to the AICPA
Audit and Accounting Guide Brokers and Dealers in Securities.
The following notes have been updated to reflect references to the Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC)TM. The affected notes
generally contain text directly from FASB ASC. Industry specific language, or the FCM’s
or IB’s individual circumstances, may affect the language used when preparing the notes to
financial statements.
1. ORGANIZATION AND NATURE OF BUSINESS
Standard FCM Co., Inc. (the Company) is registered as a futures commission merchant
(FCM) with the Commodity Futures Trading Commission (CFTC) and National Futures Association (NFA), and is a clearing member of principal commodity exchanges in
the United States. The Company executes and clears commodity futures, forwards, options on futures and cash commodities transactions for the accounts of its customers. The
Company’s customers are located primarily in North America and Europe. The Company also enters into proprietary transactions in commodity futures, forwards, options
on futures, swaps and cash commodities. The Company, a Delaware Corporation, is a
majority-owned subsidiary of Standard FCM Holding Company, Inc. (the Parent).
2. SIGNIFICANT ACCOUNTING POLICIES
Use of Estimates in the Preparation of Financial Statements
The preparation of financial statements in conformity with U.S. generally accepted accounting principles (GAAP) requires management to make estimates and assumptions
that affect the amounts reported in the financial statements and accompanying notes.
Actual results could differ from those estimates.
3. These illustrative financial statements have been updated to reflect accounting and reporting requirements
through FASB Statement No. 160, Noncontrolling Interests in Consolidated Financial Statements—an amendment of ARB No.51.
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Securities and Commodities Transactions
Transactions in securities and cash commodities are recorded on trade date. Securities
owned, cash commodities owned and securities sold, not yet purchased are carried at fair
value with unrealized gains and losses reflected in revenue.
Securities Purchased Under Agreements to Resell and Securities Sold Under
Agreements to Repurchase
Transactions with broker-dealers, FCMs, and other financial institutions that involve
purchases of securities under agreements to resell (resale agreements) and sales of securities under agreements to repurchase (repurchase agreements) are accounted for as collateralized agreements or financings, except where the Company does not have an
agreement to sell or purchase the same or substantially the same securities before maturity at a fixed or determinable price. The Company takes possession of collateral under
resale agreements with a fair value equal to or in excess of the principal amount loaned,
monitors the market value of the underlying collateral daily as compared to the related
receivable, and obtains additional collateral or returns collateral pledged when appropriate. These transactions are carried at their contracted resale or repurchase amounts, plus
accrued interest, as specified in the respective agreements.4 When additional cash is obtained or surrendered, the contract amounts are adjusted.
The Company continues to report assets it has pledged as collateral in secured borrowings and other arrangements when the secured party cannot sell or repledge the asset. The
Company nets certain repurchase agreements and resale agreements with the same counterparty in the statement of financial condition when the requirements of FASB ASC
210-20-45 are satisfied.
Memberships in Exchanges
Memberships in exchanges include trading rights and publicly traded shares of exchange
stock required to be held for membership privileges. Trading rights are carried at cost and
are evaluated periodically for impairment. Shares of exchange stock that are required for
trading privileges and represent an ownership interest in the exchange that would be accounted for at cost under other applicable accounting guidance, are carried at fair value
as the Company has elected the fair value option under FASB ASC 825, Financial Instruments. Shares of exchange stock not required for trading privileges are included in securities owned.
FASB ASC 825-10 provides a fair value option election that allows entities to irrevocably
elect fair value as the initial and subsequent measurement attribute for certain financial
assets and liabilities. The election is made on an instrument by instrument basis at initial
recognition of an asset or liability or upon an event that gives rise to a new basis of accounting for that instrument. Changes in fair value of memberships in exchanges of
$105 are reflected in other income.
4. Accrued interest can be reported separately (such as, accrued interest receivable) or as part of repurchase agreements or reverse repurchase agreements.
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Fixed Assets
Furniture and equipment are depreciated using the straight-line method over the estimated useful lives of the assets. Leasehold improvements are amortized using the
straight-line method over the lesser of the lease term or the economic useful life of the
improvement.
Software
The Company capitalizes certain costs associated with computer software developed for
internal use. Capitalization begins when both the preliminary project is completed and
management authorizes further funding of the project. Capitalized costs include external
direct costs of materials and services consumed in developing or obtaining internal-use
software, and payroll and payroll-related costs for employees directly associated with, and
who devoted time to, the development of the internal-use software. Capitalization of
such costs ceases when the project is completed and ready for its intended purpose. Computer software, tested annually for impairment, is amortized on a straight-line basis over
its estimated useful life, generally 3 years.
Commissions
Commission revenue and related expenses are recognized on a trade-date basis.
Interest Income
Interest income and interest expense of $1,450 and $1,398, respectively, related to the
Company’s trading activities are included in trading gains and losses.
Advertising
Advertising costs are expensed as incurred.
Foreign Currencies
Assets and liabilities denominated in foreign currencies are translated at year-end rates of
exchange, while income and expense items are translated at average rates of exchange for
the year. Gains or losses resulting from foreign currency translations are not significant
and are included in net income.5
Income Taxes
The Company is included in the consolidated federal income tax return filed by its Parent, but files separate state and local tax returns. Federal income taxes are calculated as if
the Company filed on a separate return basis and the amount of current tax or benefit
calculated is either remitted to or received from the Parent. The amount of current and
5. FASB ASC 220, Comprehensive Income, includes guidance for the reporting and display of comprehensive income and its components and FASB ASC 830, Foreign Currency Matters, includes guidance for reporting foreign currency translation adjustments and foreign currency transaction gains and losses.
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deferred taxes payable or refundable is recognized as of the date of the financial statements, utilizing currently enacted tax laws and rates. Deferred income taxes are recorded
to reflect the effects of timing differences in the recognition of income and expenses for
financial and tax reporting purposes.
The Company recognizes and measures its unrecognized tax benefits or liabilities in accordance with FASB ASC 740, Income Taxes. Under this guidance the Company estimates the likelihood, based on their technical merit, that tax positions will be sustained
upon examination based on the facts, circumstances, and information available at the
end of each period. The level of unrecognized tax benefits or liabilities is adjusted when
there is more information available, or when an event occurs that requires a change.6, 7
Statement of Cash Flows
For purposes of the Statement of Cash Flows, highly liquid investments, with original
maturities of three months or less that are not held for sale in the ordinary course of business are considered cash equivalents.
3.

ASSETS SEGREGATED OR HELD IN SEPARATE ACCOUNTS UNDER
FEDERAL AND OTHER REGULATIONS 8
At December 31, 20X1, included in the statement of financial condition are assets segregated or held in separate accounts under the Commodity Exchange Act as follows:
Cash
Securities
Deposits with exchange clearing organizations
Receivable from clearing brokers and FCMs, net
Receivable from exchange clearing organizations, net

$ 686
17,214
57,323
5,535
1,433

Total

$82,191

6. FASB ASC 740, Income Taxes, provides guidance for recognizing and measuring tax positions taken or expected to be taken in a tax return that directly or indirectly affects amounts reported in financial statements. It
also provides accounting guidance for the related income tax effect of individual tax positions that do not meet
the recognition thresholds required in order for any part of the benefit of that tax position to be recognized in
an entity’s financial statements. This guidance prescribes a recognition threshold and measurement attribute
for the financial statement recognition and measurement of a tax position taken or expected to be taken in a
tax return. Refer to FASB ASC 740 for complete information.
7. On December 30, 2008, FASB issued FASB Staff Position (FSP) FIN 48-3, Effective Date of FASB Interpretation No. 48 for Certain Nonpublic Enterprises, which defers the effective date of FASB Interpretation (FIN) No.
48 for certain eligible nonpublic entities to the annual financial statements for fiscal years beginning after December 15, 2008.
8. Additional disclosure may be required for companies that operate a foreign branch or subsidiary in a jurisdiction that requires segregation of customer funds.
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4.

DEPOSITS WITH EXCHANGE CLEARING ORGANIZATIONS9

Deposits with exchange clearing organizations at December 31, 20X1 are carried at fair value
and consist of:
Margins
Cash
U.S. Government obligations
Other
Guarantee deposits
Cash
U.S. Government obligations
Other
Total

5.

$ 1,364
71,400
595
50
14,660
2,045
$90,114

ASSETS AND LIABILITIES REPORTED AT FAIR VALUE10,11
Fair value is the price that would be received to sell an asset or paid to transfer a liability
in an orderly transaction between market participants at the measurement date. FASB
ASC 820, Fair Value Measurements and Disclosures, includes a fair value hierarchy that
prioritizes the inputs to valuation techniques used to measure fair value. The hierarchy
gives the highest priority to unadjusted quoted prices in active markets for identical assets
or liabilities (level 1 measurements) and the lowest priority to unobservable inputs (level
3 measurements). The three levels of the fair value hierarchy from FASB ASC 820 are described as follows:
Level 1: Quoted prices (unadjusted) in active markets for identical assets or liabilities that the reporting entity has the ability to access at the measurement date

9. If the clearing organization has the right by contract or custom to sell or repledge collateral deposited, separate captions in the statement of financial condition may be needed. See FASB ASC 860-30-45.
10. FASB ASC 820-10-50 provides guidance on the disclosures required for assets and liabilities measured on a
recurring basis. FASB ASC 820-10-50-5 provides guidance on the disclosures that are required for assets and
liabilities measured at fair value on a nonrecurring basis for periods subsequent to initial recognition. FASB
ASC 820-10-50-9 states that the reporting entity is encouraged, but not required, to combine the fair value
information disclosed under FASB ASC 820-10 with the fair value information disclosed under other
subtopics (for example FASB ASC 825-10-50).
11. FASB ASC 825-10-50-3 states that the disclosure guidance regarding financial instruments is optional for
entities that meet all of the following criteria:
z The entity is a nonpublic entity.
z The entity’s total assets are less than $100 million on the date of the financial statements.
z The entity has no instrument that, in whole or in part, is accounted for as a derivative instrument
under FASB ASC 815, Derivatives and Hedging, other than commitments related to the origination of
mortgage loans to be held for sale during the reporting period.
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Level 2: Inputs other than quoted prices included within level 1 that are observable for the asset or liability, either directly or indirectly
Level 3: Unobservable inputs for the asset or liability
A fair value measurement assumes that the transaction to sell the asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal market, the most advantageous market. A financial instrument’s level within the fair
value hierarchy is based on the lowest level of any input that is significant to the fair value
measurement.
Securities that trade in active markets and are valued using quoted market prices, broker
or dealer quotations, or alternative pricing sources with reasonable levels of price transparency are classified within level 1 of the fair value hierarchy. Exchange-traded derivative
contracts typically fall within level 1 or level 2 of the fair value hierarchy depending on
whether they are deemed to be actively traded or not. Securities and derivative contracts
that are not actively traded and are valued based on quoted prices in markets or broker or
dealer quotations are generally classified within level 2 of the fair value hierarchy.
Derivative contracts traded in the over-the-counter (OTC) market are valued using market transactions and other market evidence whenever possible, including market-based
inputs to models, broker or dealer quotations or alternative pricing sources with reasonable levels of price transparency. The Company generally uses similar models to value
similar instruments. Valuation models require a variety of inputs, including contractual
terms, market prices, yield curves, credit spreads and measures of volatility. For OTC derivatives that trade in liquid markets (such as generic forwards, swaps and options) where
model inputs can generally be verified and model selection does not involve significant
management judgment, such instruments are generally classified within level 2 of the fair
value hierarchy.
When the requirements of FASB ASC 210-20-45-1 are met, the Company offsets certain
fair value amounts recognized for cash collateral receivables or payables against fair value
amounts recognized for net derivative positions executed with the same counterparty
under the same master netting arrangement.
Substantially all of the Company’s assets and liabilities are reflected at fair value based on
quoted prices (unadjusted) in active markets for identical assets or liabilities, or inputs
that are observable for such assets or liabilities, either directly or indirectly.
The following table presents the Company’s fair value hierarchy for assets and liabilities
measured at fair value on a recurring basis as of December 31, 20X1. At December 31,
20X1, the Company had no assets or liabilities classified as level 3.
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FAIR VALUE MEASUREMENTS
RECURRING BASIS
AS OF DECEMBER 20X1
(In Thousands)
Level 1

Level 2

Total

$ 11,280

—

$ 11,280

12,800

—

12,800

86,060
2,640
88,700

—
—
—

86,060
2,640
88,700

121,108
17,533
138,641

—
—

121,108
17,533
138,641

8,520
2,252
—
10,772

—
$ 560
657
1,217

8,520
2,812
657
11,989

973
675
646
2,294

—
—
—
—

973
675
646
2,294

Memberships in exchanges
Total

2,510
$266,997

—
$1,217

2,510
$268,214

Liabilities
Securities sold, not yet purchased

$ 94,261

—

$ 94,261

4,865
1,006
—
5,871

—
$ 839
387
1,226

4,865
1,845
387
7,097

$100,132

$1,226

$101,358

Assets
Cash equivalents
Securities segregated under federal and
other regulations
Deposits with exchange clearing organizations
U.S. Government obligations
Other
Total deposits with exchange clearing organizations
Securities
U.S. Government obligations
Stock in exchange
Total securities
Derivative contracts—options on futures
Financial indices
Agricultural
Other
Total derivative contracts—options on futures
Cash commodities
Agricultural
Precious metals
Other
Total cash commodities

Derivative contracts—options on futures
Financial indices
Agricultural
Other
Total derivative contracts—options on futures
Total
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6.

COLLATERAL
The Company pledges its securities and cash commodities owned to collateralize repurchase agreements, securities sold not yet purchased and amounts due to clearing organizations, broker-dealers and other FCMs. Deposits with these counterparties serve to
satisfy margin and regulatory requirements. At December 31, 20X1, such collateral on
deposit that can be sold or repledged by the secured party was $177,544.
Under resale agreements, the Company has obtained collateral with a fair value of
$14,996 that it is permitted by contract or custom to repledge or sell. At December 31,
20X1, $5,704 of such collateral has been repledged.
Also, the Company receives securities as collateral in connection with secured demand
notes. In instances where the Company is permitted to sell or repledge these securities,
the Company reports the notional amount of collateral received and the related obligation to return the collateral in the statement of financial condition. As of December 31,
20X1, the Company received $2,450 as collateral, where the Company is permitted to
sell or repledge these securities, of which $1,900 was subsequently repledged.

7.

RECEIVABLE FROM AND PAYABLE TO CUSTOMERS
Receivable from and payable to customers12 arise primarily from futures and options on
futures transactions and include gains and losses on open trades. Securities, primarily
U.S. Government obligations, owned by customers and held by the Company as collateral or as margin and the fair value of customers’ options and forwards positions are not
reflected in the statement of financial condition. A portion of customer securities held
has been deposited as margin with exchange clearing organizations. At December 31,
20X1, the fair value of customer securities held that the Company is permitted by contract or custom to sell or repledge was approximately $79,692, of which $72,111 was deposited as margin with exchange clearing organizations, broker-dealers and other futures
commission merchants.

8.

FIXED ASSETS AND COMPUTER SOFTWARE
Fixed assets and computer software at December 31, 20X1 consist of:
Furniture and leasehold improvements
Computer equipment
Computer software
Accumulated depreciation and amortization

$3,901)
920)
378)
5,199)
(298)

Fixed assets and computer software, net

$4,901)

12. The term customers includes both customers and noncustomers as defined in the Commodity Exchange Act.
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9.

SHORT TERM BANK LOANS
Bank loans are due on demand and are collateralized by securities and cash commodities
owned by the Company of $5,600. The carrying amount of bank loans approximates fair
value due to the borrowings being made at market rates.

10. SUBORDINATED BORROWINGS
At December 31, 20X1, the Company has $22,000 in borrowings subordinated to
claims of general creditors, as follows:
Parent
Subordinated loan, due July 1, 20X4, interest at LIBOR plus 2%
(4.78% at December 31, 20X1)
Secured demand note collateral agreement, due April 1, 20X2, interest at
the rate on invested funds plus 3% (5.5% at December 31, 20X1)
Bank
Subordinated loan, due October 1, 20X2, interest at LIBOR plus 3%
(5.78% at December 31, 20X1)
Total

$12,000
2,000

8,000
$22,000

The carrying amounts of subordinated borrowings approximate fair value due to borrowings being made at market rates.
Bank subordinated borrowings are subject to certain restrictive covenants that, among
other things, require excess regulatory net capital of $12,000.
Subordinated borrowings are available in computing adjusted net capital under the minimum capital requirements. Furthermore, the $12,000 subordinated loan due July 1,
20X4 is considered equity capital, as such term is defined for regulatory purposes. To the
extent that such borrowings are required for the Company’s continued compliance with
minimum net capital requirements, they may not be repaid. It is the Company’s intention not to renew the secured demand note and related collateral agreement due April 1,
20X2.13
For the year ended December 31, 20X1, interest paid to the Parent on the subordinated
borrowings amounted to approximately $991.
11. PREFERRED STOCK
The Class A preferred stock is voting stock preferred over all other classes of equity.

13. Because of the characteristics of subordinated borrowings, additional disclosure is necessary of the amount
for which notice has been given of intent to withdraw.
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The Class B preferred stock is nonvoting, noncumulative stock that is owned by employees and is preferred over the Company’s common stock.
12. EMPLOYEE BENEFIT PLAN
The Company maintains a 401(k) plan for qualified employees. The Company may elect
to match a percentage of employees’ contributions up to a defined maximum, and make
further discretionary contributions to the plan, subject to certain limitations as set forth
in the plan agreement. The Company’s matching contribution for the year ended December 31, 20X1 was approximately $128.
13. FINANCIAL INSTRUMENTS14, 15
Accounting Policies. Exchange-traded derivative contracts are valued at quoted market
prices. Derivative contracts traded in the over-the-counter market, principally forwards,
are valued using market transactions and other market evidence whenever possible, including market-based inputs to models, broker or dealer quotations, or alternative pricing sources with reasonable levels of price transparency. The Company generally uses
similar models to value similar instruments. Valuation models require a variety of inputs,
including contractual terms, market prices, yield curves, credit spreads and measures of
volatility. For OTC derivatives that trade in liquid markets (such as generic forwards,
swaps, and options) where model inputs can generally be verified and model selection
does not involve significant management judgment, such instruments are generally classified within level 2 of the fair value hierarchy.
Derivative contracts used for economic hedging purposes may include swaps, forwards,
futures, and options. Unrealized gains or losses on these derivative contracts are recognized currently in the statement of income as trading revenues. The Company does not
apply hedge accounting as set forth in FASB ASC 815, Derivatives and Hedging, as all financial instruments are recorded at fair value with changes reflected in earnings. Therefore, the disclosures required under FASB ASC 815 are generally not applicable with
respect to these financial instruments.
Unrealized gains and losses arising from proprietary transactions in derivative contracts
are recorded as a component of trading gains and losses, net, and are recorded on the
statement of financial condition as receivables from and payables to broker-dealers or
clearing organizations.
14. New guidance has been issued recently regarding derivative instruments. Readers should be alert for further
developments. See also footnote disclosures and comments in chapter 4 of the AICPA Audit and Accounting
Guide Brokers and Dealers in Securities.
15. FASB ASC 815-15-25-4 allows financial instruments that have embedded derivatives to be accounted for as
a whole (eliminating the need to bifurcate the derivative from its host) if the holder elects to account for the
whole instrument on a fair value basis. Related disclosure guidance can be found at FASB ASC 815-15-50.
See also chapter 7 for a discussion regarding derivatives.
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Financial Instruments With Off-Balance-Sheet Risk. In the normal course of business, the
Company enters into transactions in a variety of cash and derivative financial instruments. Such transactions include futures and options on futures that are traded on listed
exchanges, and forwards, swaps, and options on derivative financial instruments that are
traded on the OTC markets. Futures and options on futures have standard terms and settlement dates. Terms and settlement dates for OTC contracts are as agreed to by the parties to the transactions. Options held provide the Company with the opportunity to
deliver or take delivery of specified financial instruments at a contracted price. Options
written obligate the Company to deliver or take delivery of specified financial instruments at a contracted price in the event the option is exercised by the holder. These derivative financial instruments are used to meet the needs of customers, conduct trading
activities, manage market risks and are, therefore, subject to varying degrees of market
and credit risk.
Customer Activities. The Company executes and clears commodity futures, forwards, cash
commodities, and options transactions for the accounts of its customers. Certain transactions are introduced to other clearing brokers. As such, the Company guarantees to the
respective clearing houses or other brokers its customers’ performance under these contracts. In accordance with regulatory requirements and market practice, the Company requires its customers to meet, at a minimum, the margin requirements established by each
of the exchanges at which contracts are traded. Exchange traded financial instruments,
such as futures and options, generally do not give rise to significant unsecured counterparty exposure. Risk arising from customer positions in OTC products is managed based
on margin requirements equivalent to exchange margins. Margin is a good faith deposit
from the customer that reduces risk to the Company of failure by the customer to fulfill
obligations under these contracts. To minimize its exposure to risk of loss due to market
variation, the Company adjusts these margin requirements as needed. As a result of market variations, the Company may satisfy margin requirements by liquidating certain customer positions. The Company also establishes credit limits for customers and monitors
credit compliance daily. Further, the Company seeks to reduce credit risk by entering
into netting agreements with customers, which permit receivables and payables with such
customers to be offset in the event of a customer default. Management believes that the
margin deposits held at December 31, 20X1 were adequate to minimize the risk of material loss that could be created by positions held at that time.
The Company’s customer activities may require the Company to pledge customer securities. In the event the counterparty is unable to meet its contractual obligation to return
customer securities pledged as collateral, the Company may be exposed to the risk of acquiring the securities at prevailing market prices in order to satisfy its customer obligations. The Company controls this risk by monitoring the market value of securities
pledged on a daily basis and by requiring adjustments of collateral levels in the event of
excess market exposure. In addition, the Company establishes credit limits for such activities and monitors compliance on a daily basis.
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Market Risk. Derivative financial instruments involve varying degrees of off-balancesheet market risk whereby changes in the fair values of underlying financial instruments
may result in changes in the value of the financial instruments in excess of the amounts
reflected in the statement of financial condition. Exposure to market risk is influenced by
a number of factors, including the relationships between the financial instruments and
the Company’s proprietary positions, as well as the volatility and liquidity in the markets
in which the financial instruments are traded. The principal risk components of financial
instruments include, among other things, interest rate volatility, the duration of the underlying instruments, and changes in foreign exchange rates. The Company may use financial instruments to manage or offset market risk associated with derivative or other
transactions. The Company attempts to manage its exposure to market risk arising from
the use of these financial instruments through various monitoring techniques. Aggregate
market limits have been established, and market risk measures are routinely monitored
against these limits. The Company also manages its exposure to these derivative contracts
through a variety of risk mitigation strategies including, but not limited to, entering into
offsetting economic hedge positions.
The Company has also sold securities that it does not currently own and will therefore be
obligated to purchase such securities at a future date. The Company has recorded these
obligations in the financial statements at December 31, 20X1, at fair values of the related
securities, and will incur a loss if the fair value of the securities increases subsequent to
December 31, 20X1.
Credit Risk. Credit risk arises from the potential inability of a customer or counterparty
to perform in accordance with the terms of open contracts. The Company’s exposure to
credit risk associated with counterparty nonperformance is limited to the current cost to
replace all contracts in which the Company has a gain. Exchange-traded financial instruments, such as futures, generally do not give rise to significant counterparty exposure due
to the cash settlement procedures for daily market movements or the margin requirements of the individual exchanges.
Concentration of Credit Risk. The Company enters into various transactions with clearing
brokers, banks, and other financial institutions. The risk of default depends on the creditworthiness of the counterparties to these transactions. In the event these counterparties
do not fulfill their obligations, the Company may be exposed to risk. It is the Company’s
policy to review, as necessary, the credit standing of each counterparty with which it conducts business.
Foreign Currency Risk. The Company may be exposed to foreign currency fluctuations
due to customer and proprietary trading activities. The Company enters into futures
contracts to hedge against net exposure denominated in foreign currencies. Gains and
losses on these contracts are recognized in trading gains and losses.
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14. COMMITMENTS AND CONTINGENT LIABILITIES
The Company leases office space under noncancelable leases that expire on November
30, 20X4. At December 31, 20X1, the aggregate minimum annual rental commitments,
exclusive of additional payments that may be required for certain increases in operating
and maintenance costs are as follows:
Year Ending December 31,
20X2
20X3
20X4

Amount
$1,983
1,792
1,514

Total

$5,289

Rental expense charged to operations for the year ended December 31, 20X1 was approximately $2,184.
In the normal course of business, the Company is subject to litigation and arbitration
matters. Management of the Company, after consultation with outside legal counsel, believes that the resolution of these matters will not result in any material adverse effect on
the Company’s financial position or results of operations.16
15. GUARANTEES17
Guarantees are contracts and indemnification agreements that contingently require a
guarantor to make payments to the guaranteed party based on changes in an underlying
(such as an interest or foreign exchange rate, security or commodity price, index or the
occurrence or nonoccurrence of a specified event) related to an asset, liability or equity
security of a guaranteed party. FASB ASC 460, Guarantees, also includes contracts that
contingently require the guarantor to make payments to the guaranteed party based on
another entity’s failure to perform under an agreement as well as indirect guarantees of
the indebtedness of others.
Derivative Contracts18
Certain derivative contracts that the Company has entered into meet the accounting
definition of a guarantee. Such contracts include written option contracts that are not
16. Based on facts and circumstances, this note may be modified to reflect litigation reserves, if any.
17. Indemnifications—Disclosure may be required if, in the normal course of its business, the Company indemnifies and guarantees certain service providers, such as clearing or correspondent brokers, FCMs, or customers against specified potential losses in connection with their acting as an agent of, or providing services
to, the Company. Such disclosure should include the maximum potential undiscounted amount of future
payments that the Company could be required to make or a statement that the amount of future payments
cannot be estimated.
18. If the Company has written (short) put options, notional value disclosures of those instruments may be
required.
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settled in cash. These contracts obligate the Company to deliver or take delivery of a
specified financial instrument at a contracted price in the event the holder exercises the
option. The maximum payouts for these contracts are limited to the notional amounts of
each written contract. The Company does not monitor its risk exposure to derivative
contracts based on derivative notional amounts; rather the Company manages its risk on
a fair value basis. As of December 31, 20X1, the aggregate notional amount associated
with these contracts was $200. Maximum payouts do not represent the Company’s expected future cash requirements as the Company’s written options positions are typically
liquidated or expire and are not exercised by the holder of the option. In addition, maximum payout amounts, in the case of the exercise of written options, may be offset by the
subsequent sale or purchase of the underlying financial instrument.
Exchange Member Guarantees
The Company is a member of exchanges that trade and clear futures contracts. Associated with its memberships, the Company may be required to pay a proportionate share of
the financial obligations of another member who may default on its obligations to the exchange. Although the rules governing different exchange memberships vary, in general
the Company’s guarantee obligations would arise only if the exchange had previously exhausted its resources. In addition, any such guarantee obligation would be apportioned
among the other nondefaulting members of the exchange. Any potential contingent liability under these membership agreements cannot be estimated. The Company has not
recorded any contingent liability in the financial statements for these agreements and
management believes that any potential requirement to make payments under these
agreements is remote.
Other Guarantees19
At December 31, 20X1, the Company has guaranteed bank loans of approximately
$2,500 for certain customers who are members of commodity futures exchanges. These
guarantees expire on various dates through June 4, 20X4 and are secured by exchange
memberships with an approximate fair value of $4,600 at December 31, 20X1. In the
event these parties default on their loans and the value of the collateral is insufficient to
pay the loans, the Company would be required to perform under these guarantees. The
undiscounted maximum potential amount of future payments, not reduced by the collateral pledged, that the Company could be required to make under these guarantees is
$3,100. Management believes that proceeds from liquidation of the collateral would
cover the maximum potential amount of future payments under the guarantees.
16. RELATED-PARTY TRANSACTIONS
Certain exchange memberships and shares of exchange stock, owned by officers or stockholders, having an aggregate fair value at December 31, 20X1 of approximately $6,000
are registered for and assigned to the Company in order to provide exchange membership
privileges.
19. See FASB ASC 460-10-50 for a complete discussion of the disclosures required.
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Certain expenses of the Company, including office space, information technology, communication and administrative services, are paid by the Parent. The Company reimburses the Parent monthly for its share of allocable expenses, and for actual costs
incurred. For the year ended December 31, 20X1, total expenses paid by the Parent for
the Company were $97. As of December 31, 20X1, accounts payable includes $15 due
to the Parent for such expenses.
Included in other receivables is approximately $145 due from stockholders.
17. INCOME TAXES
The current and deferred portions of the income tax expense included in the statement of
income as of and for the year ended December 31, 20X1 are as follows:

Federal
State and local
Total

Current
$745
207

Deferred
$215
115

Total
$ 960
322

$952

$330

$1,282

Deferred taxes arise primarily from the net tax effect of temporary differences caused by
using accelerated depreciation methods for tax purposes.
A reconciliation of the difference between the expected income tax expense computed at
the U.S. statutory income tax rate and the Company’s income tax expense is shown in the
following table:20
Expected income tax expense at U.S.
statutory tax rate
The effect of:
Nondeductible expenses
State and local taxes,
net of U.S. federal income tax effects
Other
Income tax expense

$ 893
176
209
4
$1,282

FASB ASC 740 requires the evaluation of tax positions taken or expected to be taken in
the course of preparing the Company’s tax returns to determine whether the tax positions
are more-likely-than-not of being sustained by the applicable tax authority. Tax positions
with respect to tax at the taxing authority level not deemed to meet the more-likely-thannot threshold would be recorded as a tax benefit or expense in the current year. The

20. Generally, optional disclosure for firms not subject to SEC Regulation S-X. See FASB ASC 740-10-50 for a
full discussion of disclosures required under GAAP.
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Company has concluded that there are no tax benefits or provisions of this type which
are required to be recognized for the year ended December 31, 20X1.
The following are the major tax jurisdictions for the Company and the earliest tax year
subject to examination: United States Federal—2008, Illinois—2007, New York State—
2007, and New York City—2007.
18. NET CAPITAL REQUIREMENTS
The Company is a futures commission merchant subject to the Net Capital Requirements of the CFTC (Regulation 1.17) and the NFA, and is required to maintain adjusted
net capital, equivalent to the greater of $500 or the sum of 8 percent of customer and 4
percent of noncustomer risk maintenance margin requirements on all positions, as these
terms are defined.21 Adjusted net capital and risk maintenance margin requirements
change from day to day, but at December 31, 20X1, the Company had adjusted net capital of $30,955, which was $21,831 in excess of its required net capital of $9,124. The
Company is also subject to capital requirements of various other regulatory bodies. At
December 31, 20X1, the Company was in compliance with these capital requirements.
The minimum requirements may effectively restrict the payment of cash dividends and
the repayment of liabilities subordinated to claims of general creditors.

21. As this practice aid is going to publication, the CFTC is considering changing the noncustomer risk margin
requirement. Please refer to the CFTC Web site for the current requirement.
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EXHIBIT 4.8
SUPPLEMENTARY INFORMATION, PURSUANT TO CFTC REGULATION 1.10D-2
AS OF DECEMBER 31, 20X1
The accompanying schedules are prepared in accordance with the requirements and general
format of Form 1-FR-FCM. The use of Form 1-FR-FCM is not required and alternative formats are permitted.
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SCHEDULE 1
STANDARD FCM CO., INC.
STATEMENT OF THE COMPUTATION
OF THE MINIMUM CAPITAL REQUIREMENTS
AS OF DECEMBER 31, 20X1
(In Thousands)
Net Capital
1. Current Assets
2. Increase/(decrease) to U.S. clearing organization
stock to reflect margin value †††
3. Net current assets
4. Total liabilities
5. Deductions from total liabilities
a. Liabilities subject to satisfactory
subordination agreements
b. Certain deferred income tax liability
(see CFTC Regulation 1.17c-4-iv)
c. Certain current income tax liability
(see CFTC Regulation 1.17c-4-v)
d. Long-term debt pursuant to regulation
CFTC Regulation 1.17c-4-vi)
e. Total deductions (add lines 5a–5d)
f. Adjusted liabilities (subtract line 5(e) from line 4)
6. Net capital
Charges Against Net Capital
7. Excess of advances paid on cash commodity contracts over 95%
of the market value of commodities covered by such contracts
8. Five percent (5%) of the market value of inventories covered by
open futures contracts or commodity options (no charges applicable
to inventories registered as deliverable on a contract market and which
are covered by futures contracts)
9. Twenty percent (20%) of the market value of uncovered inventories
or lesser percentage charge for uncovered balances in specific foreign
currencies
10. Ten percent (10%) of the market value of commodities underlying fixed
price commitments and forward contracts which are covered by open
futures contracts or commodity options
11. Twenty percent (20%) of the market value of commodities underlying
fixed price commitments and forward contracts which are not
covered by open futures contracts or commodity options22
12. Charges as specified in section 240.15c3-1(c)(2)(vi) and (vii) against
securities owned by firm, including securities representing investments
of domestic and foreign customers’ funds

$388,842
205
$389,047
$372,462)

(22,000)
(330)
(

)

(
)
(22,330)
$350,132
$ 38,915

$

82

††† Calculation is determined by The Clearing Corporation
22. Include any applicable concentration charges required by NFA Rule 11(b) for Forex Dealer
Members.
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Charges Against Net Capital (continued)
a.
b.
c.

13.

14.
15.

16.

Market Value
$121,108)

U.S. and Canadian government obligation
State and Municipal government obligations
Certificates of deposit, commercial paper
and bankers’ acceptances
d. Corporate obligations
e. Stocks and warrants
17,533)
f. Other securities
g. Total charges
Charges as specified in section 240.15c3-1(c)(2)(iv)(F)
a. Against securities purchased under agreements
to resell
b. Against securities sold under agreements
to repurchase
Charges on securities options as specified in section
240.15c3-1, Appendix A
Undermargined commodity futures and commodity options
accounts—amount in each account required to meet
maintenance margin requirements, less the amount of
current margin calls in that account and the amount of
any noncurrent deficit in the account
a. Customer accounts
b. Noncustomer accounts
c. Omnibus accounts
Charges against open commodity positions in
proprietary accounts
a. Uncovered exchange-traded futures and
granted options contracts
i. percentage of margin requirements
applicable to such contracts
ii. Less: equity in proprietary accounts
included in liabilities
b. Ten percent (10%) of the market value of commodities
which underlie commodity options not traded on a
contract market carried long by the applicant or
registrant which has value and such value
increased adjusted net capital (this charge is
limited to the value attributed to such options)
c. Commodity options which are traded on contract
markets and carried long in proprietary accounts.
Charge is the same as would be applied if applicant
or registrant was the grantor of the options (this
charge is limited to the value attributed to such
options)

Charge
$
517)

4,71723
5,234

1,438
216

$

328)

(

)

328

544
(continued)

23. Includes Rule 15c3-1 undue concentration charges.
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Charges Against Net Capital (continued)
17. Five percent (5%) of all unsecured receivables from
foreign brokers
18. Deficiency in collateral for secured demand notes
19. Adjustment to eliminate benefits of consolidation
(explain on separate page)
20. Total charges
Net Capital Computation
21. Adjusted net capital
22. Net Capital Required
a. Risk based requirement
i. Amount of customer risk maintenance margin
ii. Enter 8% of line 22(a)(i)
iii. Amount of noncustomer risk maintenance
margin
iv. Enter 4% of line 22(a)(iii)
v. Enter the sum of 22(a)(ii) and 22(a)(iv)
b. Minimum dollar requirement (enter $500,000 if a
member of NFA)
c. Other NFA requirement
d. Enter the greater of line 22(a)(v), 22(b) or 22(c)
23. Excess net capital (line 21 less line 22(d))
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$ 7,960))
$ 30,955

112,853)
9,028))
2,391)
96))
9,124))
500
$ 9,124
$ 21,83124

Computation of Early Warning Level
24. Enter the greater of 110% of line 22(a)(v), 150% of line 22(b),
150% of line 22(c),**
$ 10,036
This is your early warning capital level. If this amount is greater than the amount on line 21, you must immediately notify your DSRO and the Commission pursuant to section 1.12 of the regulations.
** The computation of early warning level is based on the greater of 110% of the risk based net capital requirement
(line 22(a)(v) or 150% of line 22(b), or 150% of line 22(c).
Guaranteed Introducing Brokers
25. List all IBs with which guarantee agreements have been entered into by the FCM and which are currently
in effect.
_________________________________________ _______________________________________
_________________________________________ _______________________________________
_________________________________________ _______________________________________
_________________________________________ _______________________________________
(List additional IBs on a separate page.)

24. If there are no material differences between the initial computation and the Company’s corresponding unaudited Form 1-FR-FCM filing, a statement to that effect is required for each
calculation.
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SCHEDULE 2
STANDARD FCM CO., INC.
RECONCILIATION OF THE NET CAPITAL AS REPORTED IN THE COMPANY’S
FORM 1-FR-FCM TO THE COMPUTATION HEREIN
Net capital, as reported in Company’s Form 1-FR-FCM (unaudited)
Nonallowable assets reported as allowable:
Cash
Receivables from broker-dealers and commission merchants
Audit adjustment to record additional compensation expense, net of tax effect

$32,765)

Net capital as reported herein

$30,955)

(10)
(800)
(1,000)
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SCHEDULE 3
STANDARD FCM CO., INC.
RECONCILIATION OF STATEMENT OF FINANCIAL CONDITION TO THE
STATEMENT OF THE COMPUTATION OF THE MINIMUM CAPITAL REQUIREMENTS
DECEMBER 31, 20X1
(In Thousands)
Current Assets
Total assets reflected in statement of financial condition
Market value of securities owned by customers and noncustomers
Market value of commodity options owned by customers
and noncustomers, net
Subtotal
Less noncurrent assets included in total assets
Receivables
Memberships in exchanges
Fixed assets and computer software, net
Other assets
Total current assets
Total Liabilities
Total liabilities reflected in statement of financial condition
Subordinated borrowings
Market value of securities owned by customers and noncustomers
Market value of commodity options owned by customers
and noncustomers, net
Total liabilities
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$318,244)
79,692)
1,785)
$399,721)
(129)
(3,680)
(4,901)
(2,169)
$388,842)
$268,985)
22,000)
79,692)
1,785)
$372,462)

SCHEDULE 4
STANDARD FCM CO., INC.
STATEMENT OF SEGREGATION REQUIREMENTS
AND FUNDS IN SEGREGATION FOR CUSTOMERS TRADING
ON U.S. COMMODITY EXCHANGES
AS OF DECEMBER 31, 20X1
(In Thousands)
Segregation Requirements (Section 4d(2) of the CEAct)
1. Net ledger balance, as follows:
a. Cash
b. Securities (at market)
2. Net unrealized profit (loss) in open futures contracts traded
on a contract market
3. Exchange traded options, as follows:
a. Market value of open option contracts purchased on
a contract market
b. Market value of open option contracts granted (sold)
on a contract market
4. Net equity (deficit) (Add lines 1–3.)
5. Accounts liquidating to a deficit and accounts with debit
balances—gross amount
Less: amount offset against U.S. Treasury obligations
owned by particular customers
6. Amount required to be segregated (Add lines 4–5.)
Funds in Segregated Accounts
7. Deposited in segregated funds bank accounts, as follows:
a. Cash
b. Securities representing investments of customers’ funds (at market)
c. Securities held for particular customers or option customers
in lieu of cash (at market)
8. Margins on deposit with clearing organizations of contract markets,
as follows:
a. Cash
b. Securities representing investments of customers’ funds (at market)
c. Securities held for particular customers or option
customers in lieu of cash (at market)
9. Net settlement from (to) clearing organizations of contract markets
10. Exchange traded options, as follows:
a. Value of open long option contracts
b. Value of open short option contracts

$ 50,847)
79,692)
13,074)

15,395)
(13,610)
$145,398)
$ 5,637)
(5,152)

485)
$145,883)

$ 486)
10,841)
10,014)

1,214)
56,109)
61,741)
1,433)
15,395)
(13,610)

(continued)
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Funds in Segregated Accounts (continued)
11. Net equities with other FCMs, as follows:
a. Net liquidating equity
b. Securities representing investments of customers’ funds (at market)
c. Securities held for particular customers or option customers
in lieu of cash (at market)
12. Segregated funds on hand (describe:_____________________)
13. Total amount in segregation (Add lines 7–12)
14. Excess (deficiency) funds in segregation (Subtract line 6 from line 13)

4,756)
6,373)
7,937)
$162,689)
$ 16,806)

Note: There are no material differences between the above computation and the Company’s corresponding unaudited Form 1-FR-FCM filing as of December 31, 20X1.
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SCHEDULE 5
STANDARD FCM CO., INC.
STATEMENT OF SEGREGATION REQUIREMENTS
AND FUNDS IN SEGREGATION FOR CUSTOMERS’ DEALER OPTIONS ACCOUNTS
AS OF DECEMBER 31, 20X1
(In Thousands)
1.
2.

3.

Amount required to be segregated in accordance with CFTC
Regulation 32.6
Funds in segregated accounts, as follows:
a. Cash
b. Securities (at market)
c. Total
Excess (deficiency) funds in segregation (Subtract line 2.C from line 1.)

$
$

$

0

$

0

0
0
0

Note: There are no material differences between the above computation and the Company’s corresponding unaudited Form 1-FR-FCM filing as of December 31, 20X1.
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SCHEDULE 6
STANDARD FCM CO., INC.
STATEMENT OF SECURED AMOUNTS
AND FUNDS HELD IN SEPARATE ACCOUNTS FOR FOREIGN FUTURES
AND OPTIONS CUSTOMERS PURSUANT TO COMMISSION REGULATION 30.7
AS OF DECEMBER 31, 20X1
(In Thousands)
FOREIGN FUTURES AND FOREIGN OPTIONS SECURED
AMOUNTS—SUMMARY
1. Check the appropriate box to identify the amount shown on line 1 below:
[ ] Secured amounts in only U.S.-domiciled customers’ accounts
[ ] Secured amounts in U.S. and foreign-domiciled customers’ accounts
[X] Net liquidating equities in all accounts of customers trading on foreign boards
of trade
[ ] Amount required to be set aside pursuant to law, rule, or regulation of a foreign
government or a rule of a self-regulatory organization authorized thereunder
2. Has the FCM changed the method of calculating the amount to be set aside in separate accounts since the last financial report it filed?
[ ] Yes
[ X] No
If Yes, explain the change below.

a. Amount to be set aside in separate Regulation 30.7 accounts
b. Total funds in separate Regulation 30.7 accounts
c. Excess (deficiency)

$800
979
$179

Note: There are no material differences between the above computation and the Company’s
corresponding unaudited Form 1-FR-FCM filing as of December 31, 20X1.
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SCHEDULE 7
STANDARD FCM CO., INC.
STATEMENT OF SECURED AMOUNTS
AND FUNDS HELD IN SEPARATE ACCOUNTS FOR FOREIGN FUTURES
AND OPTIONS CUSTOMERS PURSUANT TO COMMISSION REGULATION 30.7
AS OF DECEMBER 31, 20X1
(In Thousands)
Funds Deposited in Separate Regulation 30.7 Accounts
1. Cash in banks, as follows:
a. Banks located in the United States
$ 25
b. Other banks designated by the
Commission,
Name(s): _______________________________
175
2. Securities, as follows:
a. In safekeeping with banks located in the United States
$
b. In safekeeping with other banks designated by the
Commission,
Name(s) _______________________________
3. Equities with registered futures commission merchants, as follows:
a. Cash
$185
b. Securities
c. Unrealized gain (loss) on open futures contracts
594
d. Value of long option contracts
e. Value of short option contracts
4. Amounts held by clearing organizations of foreign boards of trade, as follows:
Name(s):
a. Cash
$
b. Securities
c. Amounts due to (from) clearing organization—daily variation
d. Value of long option contracts
e. Value of short option contracts
5. Amounts held by foreign boards of trade, as follows:
Name(s):
a. Cash
b. Securities
c. Unrealized gain (loss) on open futures contracts
d. Value of long option contracts
e. Value of short option contracts

$200

779

(continued)
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Funds Deposited in Separate Regulation 30.7 Accounts (continued)
6. Amounts with other depositories designated by a foreign board of trade
Name(s):
7. Segregated funds on hand (describe:
)
8. Total funds in separate section 30.7 accounts‡‡‡

$979

Note: There are no material differences between the above computation and the Company’s corresponding unaudited Form 1-FR-FCM filing as of December 31, 20X1.
‡‡‡ If any securities shown above are other than the types of securities referred to in CFTC Regulation 1.25, Investment of
Customer Funds, attach a separate schedule detailing the obligations shown on each such line.

184

Chapter 5

Auditing Considerations1
General Considerations
5.01 The primary purpose of a financial statement audit of a futures commission merchant (FCM) or an introducing broker (IB) is to enable the auditor to express an opinion
on management’s financial statements and supplemental schedules. Chapter 3, “Regulatory Considerations,” describes the rules and regulations that may apply to an auditor performing an audit of an FCM or IB. Beginning with paragraph 5.04, the “Regulatory
Environment” section of this chapter discusses the auditor’s requirement to report on the
adequacy of the FCM’s or IB’s internal control and on its compliance with specific rules
addressing financial responsibility and recordkeeping, as required by Commodity Futures
Trading Commission (CFTC) Regulation 1.16, Qualifications and reports of accountants.
An examination of an entity’s internal control is located under AT section 501, An Examination of an Entity’s Internal Control Over Financial Reporting that Is Integrated With an
Audit of Its Financial Statements (AICPA, Professional Standards, vol. 1), or Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements (AICPA, PCAOB Standards and Related Rules, Rules of the Board, “Standards”),
of which the requirements of CFTC Regulation 1.16 are in addition to. Chapter 6, “Internal Control,” of this practice aid discusses the auditor’s understanding of internal control in the audit of an FCM’s or IB’s financial statements and provides an overview of the
types of controls and monitoring activities that are unique to FCMs or IBs. The objective
of the auditing section of this practice aid is to assist the independent auditor in auditing
the financial statements of FCMs or IBs in accordance with AICPA professional standards
(referred to as generally accepted auditing standards [GAAS]) and in complying with regulatory requirements discussed in the following paragraphs. Auditors of FCM/IB issuers,
subsidiaries of issuers, or public commodity pools are also required to audit management’s
assessment of the company’s internal control over financial reporting and report on the effectiveness of internal control in conjunction with the audit of the company’s financial
statements (an integrated audit). The auditors of such entities should refer to PCAOB
Auditing Standard No. 5.

1. If a futures commission merchant/introducing broker (FCM/IB) is either a Securities and Exchange
Commission (SEC) registrant or deemed to be a material subsidiary of an SEC registrant, provisions of
Public Company Accounting Oversight Board (PCAOB) standards would be applicable to audits of that
FCM’s/IB’s material accounts, operations, results, and disclosures.
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5.02 This section of the practice aid focuses primarily on the application of the standards of field work, provides guidance on the risk assessment process (which includes,
among other things, obtaining an understanding of the entity and its environment,
including its internal control), and provides general auditing considerations for FCMs
and IBs.
5.03 The auditor, prior to accepting a new audit client or continuing a relationship with
an existing client, should ascertain that the audit engagement can be conducted in accordance with GAAS. If he or she is satisfied that an audit can be conducted, the auditor must
plan the audit so that it is responsive to the assessment of the risks of material misstatement based on the auditor’s understanding of the entity and its environment, including its
internal control. The auditor should establish a clear understanding with management of
the FCM or IB of the scope of audit services to be performed and document the understanding through a written communication. (See paragraphs 5.18–.19, “Establishing an
Understanding With the Client,” of this chapter.) The nature, timing, and extent of audit
procedures to be performed and the type of reports to be issued are based on regulatory requirements. In addition, the volatility and level of activity in some accounts in the FCM
or IB affect the auditor’s decision about the timing of performing interim substantive tests,
such as confirming balances.

Regulatory Environment
5.04 The regulatory environment has a major effect on the audit of an FCM or IB because such entities are primarily subject to CFTC regulations. Regulation 1.16c-5 requires
that the auditor report any material inadequacies in the FCM’s or IB’s internal control and
on its compliance with specific rules addressing financial responsibility and recordkeeping
as described in Regulations 1.16d and 1.16e. Accordingly, certain tests of controls over
compliance are performed even if the auditor would not otherwise choose to do so as part
of the audit of financial statements.
5.05 Although auditors exercise professional judgment in deciding whether tests of controls over compliance are performed, they may be expected to justify a choice not to synchronize certain substantive tests (such as confirming completed customer transactions
and open or unsettled transactions with other FCMs or IBs).
5.06 In planning and performing the audit of financial statements, the auditor should
obtain reasonable assurance that any material inadequacies, as defined in CFTC Regulation 1.16d-2, existing at the audit report date in the following areas are reported in the
report on material inadequacies required by CFTC Regulation 1.16c-5 as follows:
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The accounting system
Internal control
Procedures for safeguarding customer and firm assets
Other regulatory requirements discussed in chapter 3
5.07

CFTC Regulation 1.16 identifies the following:
Necessary qualifications an independent public accountant should have in order to
be recognized by the CFTC
CFTC’s required elements of an accountant’s report on an audit of an FCM or IB
Regulatory objectives of such an audit
Extent and timing of the independent public accountant’s audit procedures

Chapter 3 describes the rules and regulations that may apply to an auditor performing an
audit of an FCM or IB.
5.08 Because FCMs or IBs are required to comply with various regulatory requirements,
the auditor should, before performing the audit, be aware of the applicable rules and regulations of the CFTC, the National Futures Association (NFA), the exchanges, and clearing associations of which the FCM or IB is a member. Also, the auditor should
inquire about issues raised by regulatory authorities, including those documented
in examination reports, correspondence, or specific interpretations from such
exchanges and regulatory authorities.
note steps taken by the FCM or IB to correct deficiencies or violations identified in
such correspondence and the written responses provided by the FCM or IB to the
regulatory authority.
The auditor may inquire of the FCM’s or IB’s management about whether any examination by a regulatory body is in progress and, if so, the status of such examination.
5.09 CFTC Regulation 1.16d discusses the objectives of the annual audit of the financial statements of an FCM or IB. This regulation requires that the audit be made in accordance with GAAS and include a review and appropriate tests since the prior audit date of
the accounting system, the internal controls, and the procedures for safeguarding customer and firm assets, in accordance with the Commodity Exchange Act (CEAct) and the
regulations thereunder. Regulation 1.16d requires the audit to include all procedures
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necessary to enable the auditor to express an opinion on the FCM’s or IB’s financial statements and required supplemental schedules in relation to the basic financial statements as
a whole.
5.10 For an FCM or IB, such financial statements and required supplemental schedules
include the following:
The statements of financial condition, operations, cash flows, changes in ownership equity, and changes in liabilities subordinated to the claims of general creditors, with appropriate footnote disclosure
The computation of minimum capital requirements under CFTC Regulation
1.17, Minimum financial requirements for futures commission merchants and
introducing brokers
For FCMs only, the statements of segregation requirements and funds in segregation for customers trading on U.S. commodity exchanges and for customers’ dealer
options accounts, and the statement of secured amounts and funds held in separate
accounts for foreign futures and foreign options customers under CFTC Regulation 30.7, Treatment of foreign futures or foreign options secured amount (hereinafter
collectively called “segregation and secured amount requirements”)
5.11 CFTC Regulation 1.16d requires the auditor to perform a review of the practices
and procedures followed by the FCM or IB (see chapter 6) in making the following:
Periodic computations of the minimum financial requirements
Daily computations of the segregation requirements (for FCMs only)
5.12 The CFTC also requires that for audits of FCMs or IBs, the scope of the audit and
understanding of internal control be sufficient to provide reasonable assurance that material inadequacies that exist during the audit period, in any of the following areas, would be
discovered:
The accounting system
The internal accounting controls
The procedures for safeguarding customer and firm assets (including, in the case of
an FCM, the segregation requirements of section 4d(a)(2) of the CEAct and corresponding regulations as well as the secured amount requirements of the CEAct and
corresponding regulations)
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5.13 A material inadequacy in the accounting system, internal accounting controls, procedures for safeguarding customer and firm assets, and practices and procedures referred to
in CFTC Regulation 1.16d-1 expected to be reported under these audit objectives include
any condition that has contributed substantially to, or if appropriate corrective action is
not taken, could reasonably be expected to
a. inhibit an applicant or registrant from promptly completing transactions or discharging responsibilities to customers or other creditors;
b. result in material financial loss;
c. result in material misstatement of the applicant’s or registrant’s financial statements
and schedules; or
d. result in violations of the CFTC’s segregation or secured amount (in the case of a
futures commission merchant), recordkeeping or financial reporting requirements
to the extent that could reasonably be expected to result in the conditions previously described.

Planning and Other Auditing Considerations
5.14 The objective of an audit of an FCM’s and IB’s financial statements is to express an
opinion on whether its financial statements are presented fairly, in all material respects, in
conformity with generally accepted accounting principles (GAAP) or an other comprehensive basis of accounting. To accomplish that objective, the independent auditor’s responsibility is to plan and perform the audit to obtain reasonable assurance (a high, but
not absolute, level of assurance) that material misstatements, whether caused by error or
fraud, are detected. This section addresses general planning considerations and other
auditing considerations relevant to FCMs and IBs.

Audit Planning
5.15 Paragraph .01 of AU section 311, Planning and Supervision, (AICPA, Professional
Standards, vol. 1), contains the first standard of field work which states, “The auditor must
adequately plan the work and must properly supervise any assistants.” AU section 311 establishes standards and provides guidance to the independent auditor conducting an audit
in accordance with generally accepted auditing standards on the considerations and activities applicable to planning and supervision of an audit conducted in accordance with
GAAS, including the following:
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Appointment of the independent auditor
Preliminary engagement activities
Establishing an understanding with the client
Preparing a detailed, written audit plan
Determining the extent of involvement of professionals with specialized skills
Communicating with those charged with governance and management
Audit planning also involves developing an overall audit strategy for the expected conduct,
organization, and staffing of the audit. The nature, timing, and extent of planning vary
with the type of FCM or IB, its size, the complexity of its operations, and with the auditor’s experience with the entity and understanding of the entity and its environment,
including its internal control.
5.16 Paragraph .03 of AU section 311 states that the auditor must plan the audit so that
it is responsive to the assessment of the risks of material misstatement based on the auditor’s understanding of the entity and its environment, including its internal control. Planning is not a discrete phase of the audit, but rather an iterative process that begins with
engagement acceptance and continues throughout the audit as the auditor performs audit
procedures and accumulates sufficient appropriate audit evidence to support the audit
opinion. There are a number of factors to consider when planning the audit, including developing an overall audit strategy. The auditor should review the guidance in AU section
311 regarding specific procedures that should be considered in planning the audit in accordance with GAAS. Special planning considerations applicable to an audit of an FCM
or IB include the following four elements:
a. Understanding the business. To gain an understanding of the business, important
factors that affect the FCM or IB should be considered. Procedures normally include discussions with key personnel, visits to principal locations, and reviews of
internal and published material. Consideration should also be given to external factors such as those that are political, economic, and industry-related (including the
use of outside service bureaus) and important internal factors such as the structure
of the organization, management’s strategies, the company’s arrangement for clearing and safeguarding customer and firm assets, and factors affecting the FCM’s
or IB’s operations, finances, revenues, trading, and personnel. The nature and
extent of the required information should be determined in light of the particular
circumstances of each audit.
b. Carrying out preliminary analytical procedures. Analytical procedures should be applied, as appropriate, to the financial data to be reported on. This will enable the
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auditor to identify unusual or unexpected relationships or balances and understand
the FCM’s or IB’s significant accounting, operational and regulatory policies.
c. Obtaining an overview of the financial, operational, and regulatory compliance system.
The auditor should acquire an overview of the financial, operational, and regulatory compliance system to gain insight into the overall environment and a preliminary understanding of the flow of transactions and important controls.
d. Assessing the control environment. The auditor should assess the overall attitude,
awareness and actions of the owners, the governing board, and management concerning the importance of control and the emphasis it is given in the FCM’s or IB’s
operations. The nature, size, and complexity of the FCM’s or IB’s operations
should be consistent with its control environment. However, a weak control environment may provide management with the opportunity to neglect regulatory
compliance.
5.17 The planning process enables the auditor to identify factors that indicate an increase in the risk of misstatement and provides a context within which to develop appropriate audit responses.

Establishing an Understanding With the Client
5.18 AU section 311 states that the auditor should establish an understanding with the
client regarding the services to be performed for each engagement. This understanding
should be documented through a written communication with an FCM/IB in the form
of an engagement letter. The understanding should include the objectives of the engagement, the responsibilities of management and the auditor, and any limitations of the
engagement.
5.19 AU section 311 also identifies specific matters that generally would be addressed in
the understanding with the client, and other contractual matters an auditor might wish to
include in the understanding. Paragraph .46 of AT section 101, Attest Engagements
(AICPA, Professional Standards, vol. 1), provides guidance on establishing an understanding with the client regarding the services to be performed for attest engagements.

Audit Risks
5.20 AU section 312, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1), defines audit risk as the risk that the auditor may unknowingly
fail to appropriately modify his or her opinion on financial statements that are materially
misstated. Paragraph .12 of AU section 312 states that audit risk is a function of the risk
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that the financial statements prepared by management are materially misstated and the
risk that the auditor will not detect such material misstatement. The auditor should consider audit risk in relation to the relevant assertions related to individual account balances,
classes of transactions, and disclosures at the overall financial statement level.
5.21 At the account balance, class of transactions, relevant assertion, or disclosure level,
audit risk consists of (a) the risk of material misstatement (consisting of inherent risk and
control risk) and (b) detection risk.
Inherent risk is the susceptibility of a relevant assertion to a misstatement that could
be material, either individually or when aggregated with other misstatements, assuming that there are no related controls. Inherent risk is greater for some assertions and related account balances, classes of transactions, and disclosures than for
others (for example, the inherent risk for customer assets held by the FCM or IB on
premises in a vault is greater than the inherent risk for fixed assets). However, other
factors (such as an impending business failure) may typically increase the inherent
risk for all assertions and related account balances, classes of transactions, and disclosures. Financial statement balances derived from accounting estimates pose
greater risk than do those derived from relatively routine, factual data.
Control risk is the risk that a misstatement that could occur in a relevant assertion
and that could be material, either individually or when aggregated with other misstatements, will not be prevented or detected on a timely basis by the FCM’s or IB’s
internal control. That risk is a function of the effectiveness of the design and operation of internal control in achieving the FCM’s or IB’s objectives relevant to
preparation of the entity’s financial statements. Some control risk will always exist
because of the inherent limitations of internal control.
Detection risk is the risk that the auditor will not detect a misstatement that exists in
a relevant assertion that could be material, either individually or when aggregated
with other misstatements. Detection risk is a function of the effectiveness of an
audit procedure and of its application by the auditor. Detection risk cannot be reduced to zero because the auditor does not examine 100 percent of an account balance or a class of transactions and because of other factors. Such other factors
include the possibility that an auditor might select an inappropriate audit procedure, misapply an appropriate audit procedure, or misinterpret the audit results.
These other factors might be addressed through adequate planning, proper assignment of personnel to the engagement team, the application of professional skepticism, supervision and review of the audit work performed, and supervision and
conduct of a firm’s audit practice in accordance with appropriate quality control
standards.
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5.22 The components of audit risk may be assessed in quantitative terms such as percentages, or in nonquantitative terms such as high, medium, or low risk. The way the auditor should consider these component risks and combines them involves professional
judgment and depends on the auditor’s approach or methodology. It can easily be shown
that an inverse relationship exists between inherent and control risks, and the auditor’s detection risk (that is, between the first two risks and the third). Thus, the lower the inherent
and control risk, the greater the detection risk the auditor can accept.
5.23 The auditor should assess the risks of material misstatement at the relevant assertion level as a basis for further audit procedures. In assessing audit risk as it relates specifically to FCMs or IBs, the following two unique characteristics become obvious: (a) a high
volume of transactions and (b) a highly-controlled environment.
5.24 In considering audit risk at the overall financial statement level, the auditor should
consider risks of material misstatement that relate pervasively to the financial statements as
a whole and potentially affect many relevant assertions. Risks of this nature often relate to
the entity’s control environment and are not necessarily identifiable with specific relevant
assertions at the class of transactions, account balance, or disclosure level. Such risks may
be especially relevant to the auditor’s consideration of the risks of material misstatement
arising from fraud, for example, through management override of internal control.
5.25 In planning an audit of an FCM or IB, the auditor should assess the effect of the
regulatory environment, changes in that environment, and the expectations of the client,
its customers and regulators on both audit risk and materiality (materiality is discussed in
the following paragraphs). In assessing the risks of material misstatement, the auditor
should be aware of certain aspects of the FCM’s or IB’s operations that are usually subject
to a greater level of audit risk than others. The auditor should consider, among other factors, the effectiveness of the FCM’s or IB’s internal control, materiality, inherent risk, and
the possible need to synchronize the timing of certain auditing procedures.
5.26 The auditor’s judgment about the level of audit risk may affect engagement
staffing, the extent of supervision, and the scope of the audit. For instance, for an aspect of
the audit that is judged to involve high risk, the auditor may consider staffing the engagement with auditors having relevant experience in auditing the aspect assessed to have high
risk and increasing the nature, timing, and extent of the audit work.
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Planning Materiality2
5.27 The Financial Accounting Standards Board (FASB) Statement of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting Information, states that
information is material if, in light of the surrounding circumstances, the judgment of a
reasonable person relying on the information would have been changed or influenced by
its omission or misstatement. That suggests that the auditor, if making materiality judgments, should consider both the circumstances of the FCM or IB as well as the information needs of those who rely on the financial statements. In accordance with AU section
312, the auditor’s consideration of materiality is a matter of professional judgment and is
influenced by the auditor’s perception of the needs of users of financial statements. Materiality judgments are made in light of surrounding circumstances and necessarily involve
both quantitative and qualitative considerations.
5.28 In accordance with paragraph .27 of AU section 312, the auditor should determine
a materiality level for the financial statements as a whole when establishing the overall
audit strategy for the audit. The auditor may make an initial judgment regarding materiality levels in planning the audit and may use another level in evaluating the audit findings.
The discrepancy in levels may be attributable to information obtained during the audit
and to overall changing circumstances. The auditor often may apply a percentage to a chosen benchmark as a step in determining materiality for the financial statements as a whole.
Some other common factors used by auditors in ascertaining the materiality level for an
FCM or IB includes the following:
The absolute or relative size of the misstatement
The nature of the misstatement
The cumulative effects of any and all known or likely misstatements
Any uncertainty surrounding the misstatement

2. SEC Staff Accounting Bulletin (SAB) No. 99, Materiality, addresses the application of materiality
thresholds in the preparation and audit of financial statements filed with the SEC. Among other matters,
SAB No. 99 addresses the evaluation of misstatements discovered in the financial reporting and auditing
processes. SAB No. 99 does not create new standards or definitions for materiality, but reaffirms the concepts of materiality as expressed in the accounting and auditing literature. (See also SAB No. 108, Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year Financial
Statements.) If an FCM/IB is either an SEC registrant or deemed to be a material subsidiary of an SEC
registrant, provisions of these SEC SABs would be applicable to the preparation of that FCM’s/IB’s financial statements.
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Tolerable Misstatement
5.29 The initial determination of materiality is made for the financial statement as a
whole. However, the auditor should allow for the possibility that some misstatements of
lesser amounts than the materiality levels could, in the aggregate, result in a material misstatement of the financial statements. To do so, the auditor should determine one or more
levels of tolerable misstatement. Paragraph .34 of AU section 312 defines tolerable misstatement (or tolerable error) as the maximum error in a population (for example, the class
of transactions or account balance) that the auditor is willing to accept. Such levels of
tolerable misstatement are normally lower than the materiality levels.

Qualitative Aspects of Materiality
5.30 As indicated previously, judgments about materiality include both quantitative and
qualitative information. As a result of the interaction of quantitative and qualitative considerations in materiality judgments, misstatements of relatively small amounts that come
to the auditor’s attention could have a material effect on the financial statements. For example, an illegal payment of an otherwise immaterial amount could be material if there is
a reasonable possibility that it could lead to a material contingent liability or a material loss
of revenue.
5.31 Qualitative considerations also influence the auditor in reaching a conclusion
about whether misstatements are material. Paragraph .60 of AU section 312 provides
qualitative factors that the auditor may consider relevant in determining whether
misstatements are material.

Illegal Acts
5.32 AU section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1),3 provides guidance on the nature and extent of the considerations the auditor should give to
3. The AICPA’s Professional Issues Task Force issued Practice Alert 2004-01, Illegal Acts (AICPA, Technical
Practice Aids, PA sec. 16,270), to provide auditors of nonissuers and their firms with guidance regarding
the extent of the consideration an independent auditor should give to the possibility of illegal acts by a
client in an audit of financial statements in accordance with generally accepted auditing standards. The
practice alert provides guidance regarding the following:
• The auditor’s responsibility for detecting illegal acts that have a direct or indirect effect on the
financial statements
• Audit procedures in the absence of specific information indicating the existence of possible illegal
acts
• Actions to take if you discover possible illegal acts
• Disclosure of illegal acts to third parties
• Reporting considerations and documentation.
The Professional Issues Task Force encourages practitioners and AICPA member firms to incorporate the
guidance contained in the practice alert as soon as practicable. The practice alert is currently available on the
AICPA’s Web site at www.aicpa.org/download/auditstd/pract_alert/PA_2004_1.pdf.
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the possibility of illegal acts by clients. The term illegal acts, for the purposes of AU section
317, refers to violations of laws or government regulations. Illegal acts vary considerably in
their relation to the financial statements. The auditor considers laws and regulations that
are generally recognized by auditors to have a direct and material effect on the determination of financial statement amounts. Paragraph .05 of AU section 317 states that the auditor’s responsibility to detect and report misstatements resulting from illegal acts that have
a direct and material effect on the determination of financial statement amounts is the
same as that for error or fraud as described in AU section 110, Responsibilities and Functions of the Independent Auditor (AICPA, Professional Standards, vol. 1). That is, the auditor
should design the audit to obtain reasonable assurance of detecting illegal acts that have a
direct and material effect on the financial statements.
5.33 FCMs or IBs may be affected by many laws or regulations, including those related
to fair practice, commodities trading, and customer transactions. The laws and regulations
generally relate more to the FCM’s or IB’s operations than to its financial and accounting
aspects, and their financial statement effects are indirect. Normally, an audit of financial
statements in accordance with GAAS or PCAOB standards does not include audit procedures specifically designed to detect illegal acts that have an indirect effect on the financial
statements. However, the auditor may become aware of the possibility of such acts during
the course of performing procedures for the purpose of forming an opinion on the financial statements. AU section 317 provides guidance with respect to the auditor’s response to
such possible illegal acts.

Use of Assertions in Obtaining Audit Evidence
5.34 Paragraphs .14–.19 of AU section 326, Audit Evidence (AICPA, Professional Standards, vol. 1), discuss the use of assertions in obtaining audit evidence. In representing that
the financial statements are fairly presented in accordance with GAAP, management implicitly or explicitly makes assertions regarding the recognition, measurement, and disclosure of information in the financial statements and related disclosures. Assertions used by
the auditor fall into the following categories:
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CATEGORIES OF ASSERTIONS
Description of Assertions

Occurrence/Existence

Rights and Obligations

Classes of
Transactions and
Events During the
Period
Transactions and events
that have been recorded
have occurred and
pertain to the entity.
—

Completeness

All transactions and
events that should have
been recorded have been
recorded.

Accuracy/Valuation and
Allocation

Amounts and other data
relating to recorded
transactions and events
have been recorded
appropriately.

Cut-off

Transactions and events
have been recorded in
the correct accounting
period.
Transactions and events
have been recorded in the
proper accounts.

Classification and
Understandability

Account Balances
at the End of the
Period
Assets, liabilities,
and equity interests
exist.
The entity holds or
controls the rights to
assets, and liabilities
are the obligations
of the entity.
All assets,
liabilities, and
equity interests that
should have been
recorded have been
recorded.
Assets, liabilities, and
equity interests are
included in the financial
statements at appropriate
amounts and any resulting
valuation or allocation
adjustments are
appropriately recorded.
—

—

Presentation and
Disclosure
Disclosed events
and transactions
have occurred.
Disclosed events
and transactions
pertain to the
entity.
All disclosures
that should have
been included in
the financial
statements have
been included.
Financial and
other information
is disclosed
fairly and
at appropriate
amounts.

—

Financial
information is
appropriately
presented and
described, and
information in
disclosures is
expressed clearly.

5.35 The auditor should use relevant assertions for classes of transactions, account balances, and presentation and disclosures in sufficient detail to form a basis for the assessment of risks of material misstatement and the design and performance of further audit
procedures. The auditor should use relevant assertions in assessing risks by considering the
different types of potential misstatements that may occur, and then designing further audit
procedures that are responsive to the assessed risks.
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Understanding the Entity, Its Environment,
and Its Internal Control
5.36 AU section 314, Understanding the Entity and Its Environment and Assessing the
Risks of Material Misstatement (AICPA, Professional Standards, vol. 1), establishes requirements and provides guidance about implementing the second standard of field work, as
follows:
The auditor must obtain a sufficient understanding of the entity and its environment, including its internal control, to assess the risk of material misstatement of
the financial statements whether due to error or fraud, and to design the nature,
timing, and extent of further audit procedures.
5.37 Obtaining an understanding of the entity and its environment, including its internal control, is a continuous, dynamic process of gathering, updating, and analyzing information throughout the audit. Throughout this process, the auditor should also consider
the guidance in AU section 316, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1).
5.38 This section addresses the unique aspects of FCMs and IBs that may be helpful in
developing the required understanding of the entity, its environment, and its internal
control.

Risk Assessment Procedures
5.39 As described in AU section 326, audit procedures performed to obtain an understanding of the entity and its environment, including its internal control, to assess the risks
of material misstatement at the financial statement and relevant assertion levels, are referred to as risk assessment procedures. Paragraph .21 of AU section 326 states that the auditor must perform risk assessment procedures to provide a satisfactory basis for the
assessment of risks at the financial statement and relevant assertion levels. Risk assessment
procedures by themselves do not provide sufficient appropriate audit evidence on which to
base the audit opinion and must be supplemented by further audit procedures in the form
of tests of controls, when relevant or necessary, and substantive procedures.
5.40 In accordance with paragraph .06 of AU section 314, the auditor should perform
the following risk assessment procedures to obtain an understanding of the entity and its
environment, including its internal control:
a. Inquiries of management and others within the entity
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b. Analytical procedures (refer to the section to follow entitled “Analytical Procedures” for additional guidance)
c. Observation and inspection
See paragraphs .06–.13 of AU section 314 for additional guidance on risk assessment
procedures.

Discussion Among the Audit Team
5.41 In obtaining an understanding of the entity and its environment, including its internal control, AU section 314 states that there should be discussion among the audit
team. In accordance with paragraph .14 of AU section 314, the members of the audit
team, including the auditor with final responsibility for the audit, should discuss the susceptibility of the entity’s financial statements to material misstatements. This discussion
could be held concurrently with the discussion among the audit team, as specified by AU
section 316, pertaining to the susceptibility of the entity’s financial statements to fraud.

Understanding of the Entity and Its Environment
5.42 AU section 314 requires auditors to obtain an understanding of the entity and its
environment, including its internal control. In accordance with paragraph .04 of AU section 314, the auditor should use professional judgment to determine the extent of the understanding required of the entity and its environment, including its internal control. The
auditor’s primary consideration is whether the understanding that has been obtained is
sufficient (a) to assess risks of material misstatement of the financial statements, and (b) to
design and perform further audit procedures (tests of controls and substantive tests).
5.43 The auditor’s understanding of the entity and its environment consists of an
understanding of the following aspects:
a. Industry, regulatory, and other external factors
b. Nature of the entity
c. Objectives and strategies and the related business risks that may result in a material
misstatement of the financial statements
d. Measurement and review of the entity’s financial performance
e. Internal control, which includes the selection and application of accounting policies (see the section to follow for further discussion)
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Refer to appendix A at paragraph .125 of AU section 314 for examples of matters that the
auditor may consider in obtaining an understanding of the entity and its environment relating to categories a–d. See also chapters 1–3 of this practice aid for background on the
commodity industry, including regulatory considerations that may be helpful in developing an understanding of FCMs or IBs.
5.44 FCMs and IBs typically devote a significant amount of time and resources to the
identification, quantification, analysis, and control of risk. An FCM/IB’s control and
monitoring activities are concerned with mitigating business risks and exposures. “Risk”
refers to the likelihood that a loss might occur, and the term exposure refers to the condition of being unprotected. The decision to incur business risk rests with the FCM/IB’s
management. The following sections provide an overview of the major risks and exposures
facing FCMs/IBs.
5.45 Operational risk. Operational risk arises in processing an FCM/IB’s transactions.
Exposure can be created by a failure to process transactions properly or to safeguard assets
adequately. If operational risk is properly managed, other risks will be mitigated. In viewing operational exposure, it is important to look at the broad exposure within particular
accounts, such as suspense accounts, commodity settlement accounts, and the reconciling
items for any type of account. For instance, within a particular settlement account, the exposure is frequently not the net balance in the account. A more accurate view of exposure
is to identify each reconciling item and to consider the possible implications of each such
item separately.
5.46 Credit risk. Credit risk refers to potential losses arising from the failure of another
party to perform according to the terms of a contract (counterparty default).
5.47 Credit risk can be customer or noncustomer related. The exposure to the FCM/IB
is for the amount of extended credit that is not fully collateralized. Therefore, obtaining
adequate collateral from the counterparty could help minimize credit risk. An extension
of credit can result in any of the following transactions: (a) margin transactions, (b) cash
transactions before settlement, including cash advances on deliveries taken by an FCM
for the benefit of its customers, (c) resale and repurchase agreements (repos) (d) swaps, (e)
commodity futures, forwards, and other over the counter (OTC) derivative contracts and
options on futures contracts, and (f) other off-balance-sheet items. FCMs or IBs may
have credit committees that set limits for total credit lines and exposure for any particular counterparty.
5.48 Market risk. Market risk refers to potential losses from fluctuations in market prices
that may make a financial instrument or commodity contract less valuable or more onerous. A change in market price may occur from, among other things, changes in general
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interest rates (interest rate risk), changes in the relationship between general and specific
market interest rates (an aspect of credit risk), or changes in the rates of exchange between
currencies (foreign exchange risk).
5.49 The market prices or values of commodity futures, options, forward contracts, and
cash commodities fluctuate during each business day. Because most derivatives are highly
leveraged, a seemingly small change in the price of an underlying can have a rapid and significant impact on the value of the derivative position and on the net liquidating value. A
major change in the market price of a commodity futures or options contract can result in
losses in derivatives and, in turn, can have a material and negative effect on an FCM’s
capital position and compliance with regulatory minimum net capital requirements.
5.50 Litigation risk. Litigation risk refers to the risk of losses resulting from lawsuits and
the cost of defending against such claims. Lawsuits can arise from the various aspects of
the FCM/IB’s business. Areas of particular concern include, among other things, unauthorized trading and activity in a customer account. FCMs or IBs can help mitigate litigation risk in many ways; examples include the following:
Establishing policies regarding a code of professional conduct, the employer’s responsibilities, due diligence, and establishing a system to monitor compliance with
such policies
Establishing a compliance function to review the activities of the sales departments
and branch office operations
5.51 Regulatory risk. Regulatory risk refers to fines, sanctions and potential losses that
might arise for failing to comply with applicable statutes, regulations, and rules. FCMs
and IBs operate in a highly regulated industry that requires close attention to compliance
matters. Not only may such matters affect an FCM/IB’s reputation and growth, but noncompliance may also lead to fines, limitations on activities the FCM/IB is allowed to carry
out, or suspension or revocation of the FCM/IB’s registration.

Understanding of Internal Control
5.52 AU section 314 defines internal control and states that the auditor should obtain an
understanding of the 5 components of internal control sufficient to assess the risk of material misstatement of the financial statements whether due to error or fraud, and to design
the nature, timing, and extent of further audit procedures. Obtaining an understanding of
internal control as well as of key control and monitoring activities of FCMs or IBs is
described in chapter 6 of this practice aid.
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5.53 Auditors of issuers are also required to attest to and report on management’s assessment of the company’s internal control over financial reporting in conjunction with
their audit of the company’s financial statements in accordance with PCAOB Auditing
Standard No. 5.

Assessment of Risks of Material Misstatement and the
Design of Further Audit Procedures
5.54 As discussed previously, risk assessment procedures allow the auditor to gather the
information necessary to obtain an understanding of the entity and its environment, including its internal control. This knowledge provides a basis for assessing the risks of material misstatement of the financial statements. These risk assessments are then used to
design further audit procedures, such as tests of controls, substantive tests, or both. This
section provides guidance on assessing the risks of material misstatement and on designing
further audit procedures that effectively respond to those risks.

Assessing the Risks of Material Misstatement
5.55 Paragraph .102 of AU section 314 states that the auditor should identify and assess
the risks of material misstatement at the financial statement level and at the relevant
assertion level related to classes of transactions, account balances, and disclosures. For this
purpose, the auditor should
a. identify risks throughout the process of obtaining an understanding of the entity
and its environment, including relevant controls that relate to the risks, and consider the classes of transactions, account balances, and disclosures in the financial
statements.
b. relate the identified risks to what can go wrong at the relevant assertion level.
c. consider whether the risks are of magnitude that could result in a material misstatement of the financial statements.
d. consider the likelihood that the risks could result in a material misstatement of the
financial statements.
5.56 The auditor should use information gathered from the performance of risk assessment procedures, including the audit evidence obtained in evaluating the design of
controls and determining whether they have been implemented, as audit evidence to
support the risk assessment. The auditor should use the assessment of the risks of material
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misstatement at the relevant assertion level as the basis to determine the nature, timing,
and extent of further audit procedures to be performed.

Identification of Significant Risks
5.57 As part of the assessment of the risks of material misstatement, the auditor should
determine which of the risks identified require, in the auditor’s judgment, special audit
consideration (such risks are defined as significant risks). Typically, one or more significant
risks arise on most audits. In exercising this judgment, the auditor should consider inherent risk to determine whether the nature of the risk, the likely magnitude of the potential
misstatement (including the possibility that the risk may give rise to multiple misstatements), and the likelihood of the risk occurring are such that they require special audit
consideration. Refer to paragraphs .45 and .53 of AU section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA,
Professional Standards, vol. 1), for further audit procedures pertaining to significant risks.

Designing and Performing Further Audit Procedures
5.58 AU section 318 provides guidance about implementing the third standard of field
work, as follows:
The auditor must obtain sufficient appropriate audit evidence by performing audit
procedures to afford a reasonable basis for an opinion regarding the financial statements under audit.
5.59 To reduce audit risk to an acceptably low level, the auditor (a) should determine
overall responses to address the assessed risks of material misstatement at the financial
statement level, and (b) should design and perform further audit procedures whose nature,
timing, and extent are responsive to the assessed risks of material misstatement at the relevant assertion level. The purpose is to provide a clear linkage between the nature, timing,
and extent of the auditor’s further audit procedures and the assessed risks. The overall responses and the nature, timing, and extent of the further audit procedures to be performed
are matters for the professional judgment of the auditor and should be based on the auditor’s assessment of the risks of material misstatement. The auditor’s consideration of internal control should be designed to comply with the second standard of field work and
also be designed to provide the auditor with a basis for reporting on internal control as
required by CFTC regulations.
5.60 With respect to the extent and timing of auditing procedures, CFTC Regulation
1.16e states the following, in part:
The extent and timing of audit procedures are matters for the independent public accountant to determine on the basis of his review and evaluation of existing
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internal controls and other audit procedures performed in accordance with generally accepted auditing standards and the audit objectives set forth in paragraph (d)
of this section. In determining the extent of testing, consideration must be given
to the materiality of an area and to the possible effect on the financial statements
and schedules of a material misstatement in a related account.
5.61 Certain auditing procedures (including position confirmations) may be performed at a date other than the date of the financial statements. AU section 318 provides
guidance on factors to be considered before applying substantive tests to details of asset
and liability accounts at a date prior to the date of the financial statements. The extent of
an audit procedure is determined by the judgment of the auditor after considering the
tolerable misstatement, the assessed risks of material misstatement, and the degree of assurance that the auditor plans to obtain. Guidance concerning the timing of tests of controls in connection with the audit of financial statements is provided in paragraphs
.35–.45 of AU section 318.
5.62 In addition, the audit scope for review and testing of procedures relative to an
FCM’s or IB’s computation of its minimum net capital requirement under CFTC Regulation 1.17, as well as an FCM’s or IB’s daily computations of segregation and secured
amount requirements, must be sufficient to provide reasonable assurance that any material
inadequacies existing at the date of the examination in (a) the accounting system, (b) the
internal accounting controls, and (c) the procedures for safeguarding customer and firm
assets (including, in the case of an FCM, the segregation requirements of section 4d(a)(2)
of the CEAct and corresponding regulations as well as the secured amount requirements of
the CEAct and corresponding regulations), will be discovered as prescribed in CFTC
Regulation 1.16.
5.63 The auditor should plan the audit of financial statements to obtain reasonable assurance that potential misstatements, either individually or in the aggregate, have not
caused the financial statements to be materially misstated. In developing the audit plan,
the auditor should consider (a) whether management has established controls that might
be relied on and (b) the nature, timing, and extent of testing needed based on the assessment of risks and the decision whether to rely on controls.

Overall Responses
5.64 The auditor’s overall responses to address the assessed risks of material misstatement at the financial statement level may include emphasizing to the audit team the need
to maintain professional skepticism in gathering and evaluating audit evidence, assigning
more experienced staff or those with specialized skills, or using specialists, providing more
supervision, or incorporating additional elements of unpredictability in the selection of
further audit procedures to be performed. Additionally, the auditor may make general
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changes to the nature, timing, or extent of further audit procedures as an overall response,
for example, performing substantive procedures at period end instead of at an interim
date.

Further Audit Procedures
5.65 Further audit procedures provide important audit evidence to support an audit
opinion. These procedures consist of tests of controls and substantive tests. The nature,
timing, and extent of further audit procedures to be performed by the auditor should be
based on the auditor’s assessment of risks of material misstatement at the relevant assertion
level.
5.66 In some cases, an auditor may determine that performing only substantive procedures is appropriate. However, the auditor often will determine that a combined audit approach using both tests of the operating effectiveness of controls and substantive
procedures is an effective audit approach.
5.67 The auditor should perform tests of controls when the auditor’s risk assessment includes an expectation of the operating effectiveness of controls or when substantive procedures alone do not provide sufficient appropriate audit evidence at the relevant assertion
level.
5.68 Regardless of the audit approach selected, the auditor should design and perform
substantive procedures for all relevant assertions related to each material class of transactions, account balance, and disclosure.
5.69 The auditor’s substantive procedures should include the following audit procedures
related to the financial statement reporting process:
Agreeing the financial statements, including their accompanying notes, to the underlying accounting records
Examining material journal entries and other adjustments made during the course
of preparing the financial statements
The nature and extent of the auditor’s examination of journal entries and other adjustments depend on the nature and complexity of the entity’s financial reporting system and
the associated risks of material misstatement.
5.70 Regulatory requirements have a major effect on the audit of an FCM or IB because
the auditor is required to issue a report on the adequacy of the FCM’s and IB’s internal
control in accordance with CFTC Regulation 1.16, and on its compliance with specific
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rules addressing financial responsibility and recordkeeping. Accordingly, some tests of controls are normally performed even if the auditor does not rely on internal control for purposes of rendering an opinion on the financial statements.
5.71 A one-to-one relationship does not necessarily exist between audit objectives and
audit procedures. Some procedures may relate to more than one objective and a combination of procedures may be needed to achieve a single objective. Exhibit 5.1, “Auditing
Considerations for FCMs or IBs,” provides illustrations of audit areas and their related assertions, objectives, and examples of substantive tests and tests of controls. The exhibit is
intended neither to be all-inclusive nor to suggest that specific audit objectives or substantive procedures should necessarily be applied over others.
5.72 The exhibit is arranged by broad audit objectives. Such classifications may be useful in the evaluation process, but the classifications are of secondary importance. Some
specific objectives may achieve more than one broad objective. A number of the objectives
may not be relevant to a particular FCM or IB because of the nature of its operations or
the absence of certain types of transactions.
5.73 Beginning with paragraph 5.143, the “Substantive Audit Procedures” section in
this chapter provides specific guidance on the more significant auditing procedures that
the independent auditor may consider in the audits of FCMs or IBs.

Audit Sampling
5.74 AU section 350, Audit Sampling (AICPA, Professional Standards, vol. 1), provides
guidance for planning, performing, and evaluating both statistical and nonstatistical audit
samples. The statement also includes discussions intended to enhance professional judgment in assessing sampling risk, planning samples, sample selection, and performance and
evaluation. The AICPA Audit Guide Audit Sampling presents recommendations to help
auditors apply audit sampling in accordance with AU section 350. The components of
audit risk may be quantified into numerical terms, such as percentages, or into nonnumerical terms, such as low or high. Paragraph .48 of AU section 350 contains two models
that may be used to quantify those variables, and others, for statistical sampling purposes.
It can easily be shown that there is an inverse relationship between inherent risk, control
risk, and detection risk (that is, between the first two risks and the third). Thus, the lower
the inherent and control risks, the greater the detection risk the auditor can accept.
5.75 When considering AU section 350 to determine the suitable level of tests for audit
procedures, the initial focus is on analysis of audit risk. In assessing audit risk as it relates
specifically to FCMs or IBs, the following unique characteristics become obvious:
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A high volume of transactions
A highly controlled environment
5.76 As with any audit, sampling can be utilized in an audit of an FCM or IB for tests of
controls or verifying account balances. Some areas in which sampling may be used in an
FCM or IB audit include the following:
Verification of customer balances. The auditor will generally not need to confirm all
account balances. Therefore, sampling would be appropriate.
Verification of commodities and securities ledgers. Sampling may be used in the
following ways:
— To select securities and commodities maintained on the client’s premises for
physical inspection and counting
— To confirm customer- or firm-owned securities held by various depositories
— To confirm customer- or firm-owned commodities held by warehousing
facilities
— To test reconciliations of payables and receivables from exchanges, clearing
FCMs, other FCMs or IBs, and banks and other depository or warehousing
institutions
Suspense or error accounts. Sampling may, in certain instances, be used to test and
analyze transactions recorded in suspense or error accounts. Such sampling can be
used in the following ways:
— To determine the causes and nature of transactions recorded in suspense or
error accounts
— To determine the FCM’s or IB’s resolution of suspense or error account items,
including timeliness of such resolution, and the actions taken or needed to be
taken by the FCM or IB to minimize incorrect trades, transactions, and accounting entries
— To facilitate proper classification and recording of transactions and balances
Letter on internal control. Sampling may be used in the following two ways:
— To determine the adequacy of the FCM’s or IB’s practices and procedures for
the safeguarding of customer and firm assets, and in making periodic computations of the minimum financial requirements pursuant to CFTC Regulation
1.17, and, for an FCM, daily computations of its Section 4d(a)(2) segregation
and secured amount requirements
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— To test the FCM’s or IB’s internal control during the year to issue the auditor’s
supplemental report on internal control
Net capital computation. Sampling may be used to test the following:
— The accuracy and completeness of an FCM’s listing of under margined
accounts
— Calls for, and collection of, additional margin in trading accounts
— Aging of outstanding calls for margin
— Valuation of securities and other property at market
— Computation and application of charges to be taken against regulatory capital
— Classification of receivables and other assets as current assets as defined pursuant to CFTC Regulation 1.17c-2
— Other computations and balances involved in the computation of minimum
financial requirements
Reserve requirement computation. Sampling may be used to test the accuracy and
completeness of the FCM’s and IB’s allocation of securities between the customer
and the firm, and to review adjustments made to certain balance sheet accounts
that were previously tested by the auditor.
Possession or control requirements. Sampling may be used to test the accuracy and
completeness of information regarding violations, if any, of possession or control
requirements as of the balance sheet date.
Compliance with regulatory requirements. Sampling may be used to test the
following:
— An FCM’s proper segregation of customers’ funds and transactions
— An FCM’s or IB’s proper recording, handling, and processing of customers’
trade orders
— Account statements sent by an FCM to its customers
— An FCM’s investments of customer-segregated funds
— Customer accounts or other required documentation and records
— Compliance with other regulatory requirements
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Evaluating Misstatements
5.77 Based on the results of substantive procedures, the auditor may identify misstatements in accounts or notes to the financial statements. Paragraph .42 of AU section 312
states that auditors must accumulate all known and likely misstatements identified during
the audit, other than those that the auditor believes are trivial, and communicate them to
the appropriate level of management. AU section 312 further states that auditors must
consider the effects, both individually and in the aggregate, of misstatements (known and
likely) that are not corrected by the entity. This consideration includes, among other
things, the effect of misstatements related to prior periods.
5.78 For detailed guidance on evaluating audit findings and audit evidence, refer to AU
sections 312 and 326, respectively.
5.79 A one-to-one relationship does not necessarily exist between audit objectives and
audit procedures. Some procedures may relate to more than one objective. A combination
of procedures may be needed to achieve a single objective.

Audit Documentation
General
5.80 AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1), provides guidance on audit documentation. The guidance states that the auditor must prepare
audit documentation in connection with each engagement in sufficient detail to provide a
clear understanding of the work performed (including the nature, timing, extent, and results of audit procedures performed), the audit evidence obtained and its source, and the
conclusion reached. Audit documentation
a. provides the principal support for the representation in the auditor’s report that the
auditor performed the audit in accordance with generally acceptable auditing standards.
b. provides the principal support for the opinion expressed regarding the financial information or the assertion to the effect that an opinion cannot be expressed.
5.81 Audit documentation is an essential element of audit quality. Although documentation alone does not guarantee audit quality, the process of preparing sufficient and appropriate documentation contributes to the quality of an audit.
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5.82 Audit documentation is the record of audit procedures performed, relevant audit
evidence obtained, and conclusions the auditor reached. Audit documentation, also
known as working papers, may be recorded on paper or on electronic or other media.
When transferring or copying paper documentation to another media, the auditor should
apply procedures to generate a copy that is faithful in form and content to the original
paper document.
5.83 Audit documentation includes, for example, audit programs, analyses, issues memoranda, summaries of significant findings or issues, letters of confirmation and representation, checklists, abstracts or copies of important documents, correspondence (including
e-mail) concerning significant findings or issues, and schedules of the work the auditor
performed. Abstracts or copies of the entity’s records (for example, significant and specific
contracts and agreements) should be included as part of the audit documentation if they
are needed to enable an experienced auditor to understand the work performed and conclusions reached. The audit documentation for a specific engagement is assembled in an
audit file.

Form, Content, and Extent of Audit Documentation
5.84 Paragraph .10 of AU section 339 states that the auditor should prepare audit documentation that enables an experienced auditor, having no previous connection to the
audit, to understand
a. the nature, timing, and extent of auditing procedures performed to comply with
Statements on Auditing Standards (SASs) and applicable legal and regulatory
requirements;
b. the results of the audit procedures performed and the audit evidence obtained;
c. the conclusions reached on significant matters; and
d. that the accounting records agree or reconcile with the audited financial statements
or other audited information.

Dating of the Auditor’s Report4
5.85 Paragraph .23 of AU section 339 states that the auditor’s report date should not be
earlier than the date on which the auditor has obtained sufficient appropriate audit
evidence to support the opinion. Among other things, sufficient appropriate audit
4. Practice Alert 2007-01, Dating of the Auditor’s Report and Related Practical Guidance, (AICPA, Technical
Practice Aids, PA sec. 16,290), provides guidance regarding the application of certain provisions of AU
section 339 (AICPA, Professional Standards, vol. 1), primarily as they relate to dating of the auditor’s
report.
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evidence includes evidence that the audit documentation has been reviewed and that the
entity’s financial statements, including disclosures, have been prepared and that management has asserted that it has taken responsibility for them. This will ordinarily result in a
report date that is close to the date the auditor grants the entity permission to use the auditor’s report in connection with the financial statements (report release date). Delays in
releasing the report may require the auditor to perform additional procedures to comply
with the requirements of AU section 560, Subsequent Events (AICPA, Professional Standards, vol. 1).
5.86 AU section 339 includes additional requirements that should be complied with in
relation to the following topics:
Form, content, and extent of audit documentation
Significant findings or issues
Identification of preparer and reviewer
Documentation of specific items tested
Documentation of departures from SASs
Revisions to audit documentation
Paragraph .36 of AU section 339 lists the audit documentation requirements contained in
other AU sections that are not affected by the documentation requirements in AU section
339.

Consideration of Fraud in a Financial Statement Audit
5.87 AU section 316 is the primary source of authoritative guidance about an auditor’s
responsibilities concerning the consideration of fraud in a financial statement audit. It establishes standards and provides guidance to auditors in fulfilling their responsibility, set
forth in AU section 110, to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused
by error or fraud.
5.88 Two types of misstatements are relevant to the auditor’s consideration of fraud in a
financial statement audit:
a. Misstatements arising from fraudulent financial reporting
b. Misstatements arising from misappropriation of assets
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5.89 Three conditions generally are present when fraud occurs. First, management or
other employees have an incentive or are under pressure, which provides a reason to commit
fraud. Second, circumstances exist—for example, the absence of controls, ineffective controls or the ability of management to override controls—that provide an opportunity for
a fraud to be perpetrated. Third, those involved are able to rationalize committing a
fraudulent act.

The Importance of Exercising Professional Skepticism
5.90 Because of the characteristics of fraud, the auditor’s exercise of professional skepticism is important when considering the risk of material misstatement due to fraud. Professional skepticism is an attitude that includes a questioning mind and a critical
assessment of audit evidence. The auditor should conduct the engagement with a mindset
that recognizes the possibility that a material misstatement due to fraud could be present,
regardless of any past experience with the FCM or IB and regardless of the auditor’s belief
about management’s honesty and integrity. Furthermore, professional skepticism requires
an ongoing questioning of whether the information and evidence obtained suggests that a
material misstatement due to fraud has occurred.

Discussion Among Engagement Personnel Regarding the Risks of Material
Misstatement Due to Fraud5
5.91 Members of the audit team should discuss the potential for material misstatement
due to fraud in accordance with the requirements of paragraphs .14–.18 of AU section
316. The discussion among the audit team members about the susceptibility of the FCM’s
or IB’s financial statements to material misstatement due to fraud should include a consideration of the known external and internal factors affecting the FCM or IB that might
(a) create incentives/pressures for management and others to commit fraud, (b) provide
the opportunity for fraud to be perpetrated, and (c) indicate a culture or environment that
enables management to rationalize committing fraud. Communication among the audit
team members about the risks of material misstatement due to fraud also should continue
throughout the audit.
5.92 Additional discussion and examples of fraud risk factors for FCMs or IBs classified
based on the three conditions generally present when material misstatements due to fraud
occur are included in appendix A to this chapter. Those conditions are (a) incentives/pressures, (b) opportunities, and (c) attitudes/rationalizations.
5. The brainstorming session to discuss the entity’s susceptibility to material misstatements due to fraud
could be held concurrently with the brainstorming session required under AU section 314, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional
Standards, vol. 1) to discuss the potential of the risk of material misstatement.
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Obtaining the Information Needed to Identify the Risks of Material
Misstatement Due to Fraud
5.93 AU section 314 establishes requirements and provides guidance about how the auditor obtains an understanding of the FCM’s or IB’s business and its environment, including its internal control, for the purpose of assessing the risk of material misstatement. In
performing that work, information may come to the auditor’s attention that should be
considered in identifying risks of material misstatement due to fraud. As part of this work,
the auditor should perform the following procedures to obtain information that is used to
identify the risks of material misstatement due to fraud:
a. Make inquiries of management and others within the FCM or IB to obtain their
views about the risks of fraud and how they are addressed (See paragraphs .20–.27
of AU section 316)
b. Consider any unusual or unexpected relationships that have been identified in performing analytical procedures in planning the audit (See paragraphs .28–.30 of AU
section 316)
c. Consider whether one or more fraud risk factors exist (See paragraphs .31–.33 and
paragraph .85 of AU section 316)
d. Consider other information that may be helpful in the identification of risks of
material misstatement due to fraud (See paragraph .34 of AU section 316)
Paragraphs .35–.42 of AU section 316 provide guidance on using the information gathered to identify the risk of material misstatements due to fraud.
5.94 In planning the audit, the auditor also should perform the appropriate analytical
procedures relating to revenue with the objective of identifying unusual or unexpected relationships involving revenue accounts that may indicate a material misstatement due to
fraudulent financial reporting. See appendix A to this chapter for examples of unusual or
unexpected relationships that may indicate a material misstatement due to fraud for FCMs
or IBs.
5.95 Considering fraud risk factors. The auditor may identify events or conditions that indicate incentives/pressures to perpetrate fraud, opportunities to carry out the fraud, or attitudes/rationalizations to justify a fraudulent action. Such events or conditions are
referred to as fraud risk factors. Fraud risk factors do not necessarily indicate the existence
of fraud; however, they often are present in circumstances where fraud exists.
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5.96 AU section 316 provides fraud risk factor examples that have been written to apply
to most enterprises. Appendix A to this chapter contains a list of fraud risk factors specific
to FCMs or IBs. Remember that fraud risk factors are among several sources of information an auditor considers when identifying and assessing risk of material misstatement due
to fraud.

Identifying Risks That May Result in a Material Misstatement
Due to Fraud6
5.97 In identifying risks of material misstatement due to fraud, it is helpful for the auditor to consider the information that has been gathered in the context of the three conditions (see paragraph 5.91) present when a material misstatement due to fraud occurs. The
auditor’s identification of fraud risks may be influenced by characteristics such as the size,
complexity, and ownership attributes of the FCM or IB. In addition, the auditor should
evaluate whether identified risks of material misstatement due to fraud can be related to
specific financial-statement account balances or classes of transactions and related assertions, or whether they relate more pervasively to the financial statements as a whole. Certain accounts, classes of transactions, and assertions that have high inherent risk because
they involve a high degree of management judgment and subjectivity also may present
risks of material misstatement due to fraud because they are susceptible to manipulation
by management. Appendix A to this chapter provides examples, specific to FCMs or IBs,
on accounts, classes of transactions, and assertions that may have high inherent risk because they involve a high degree of management judgment and subjectivity, and are susceptible to manipulation by management.

A Presumption That Improper Revenue Recognition Is a Fraud Risk
5.98 Material misstatements due to fraudulent financial reporting often result from an
overstatement of revenues (for example, through premature revenue recognition or recording of fictitious revenues) or an understatement of revenues (for example, through improperly shifting revenues to a later period). Therefore, the auditor should ordinarily
presume that there is a risk of material misstatement due to fraud relating to revenue
recognition. Additional examples of improper revenue recognition for FCMs and IBs are
included in appendix A to this chapter.

A Consideration of the Risk of Management Override of Controls
5.99 Even if specific risks of material misstatement due to fraud are not identified by the
auditor, there is a possibility that management override of controls could occur, and
6. Paragraph .102 of AU section 314 states that the auditor should identify and assess the risks of material
misstatement at the financial statement level and at the relevant assertion level related to classes of transactions, account balances, and disclosures.
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accordingly, the auditor should address that risk, apart from any conclusions regarding the
existence of more specifically identifiable risks. Specifically, the procedures described in
paragraphs .58–.67 of AU section 316 should be performed to further address the risk of
management override of controls. These procedures include (a) examining journal entries
and other adjustments for evidence of possible material misstatement due to fraud, (b) reviewing accounting estimates for biases that could result in material misstatement due to
fraud, and (c) evaluating the business rationale for significant unusual transactions.

Key Estimates
5.100 Examples of key estimates for FCMs or IBs are provided in appendix A to this
chapter.

Assessing the Identified Risks After Taking Into Account an Evaluation of
the FCM’s or IB’s Programs and Controls That Address the Risks
5.101 AU section 314 requires the auditor to obtain an understanding of each of the five
components of internal control sufficient to plan the audit. That knowledge should be
used to identify types of potential misstatements, consider factors that affect the risk of
material misstatement, design tests of controls, where applicable, and design substantive
tests. Examples of programs and controls for FCMs or IBs are provided in appendix A to
this chapter.
5.102 The auditor should consider whether such programs and controls mitigate the
identified risks of material misstatement due to fraud or whether specific control deficiencies exacerbate the risks. After the auditor has evaluated whether the FCM’s or IB’s programs and controls have been suitably designed and placed in operation, the auditor
should assess these risks taking into account that evaluation. This assessment should be
considered when developing the auditor’s response to the identified risks of material misstatement due to fraud.

Responding to the Results of the Assessment7
5.103 Paragraphs .46–.67 of AU section 316 provide guidance related to an auditor’s response to the results of the assessment of the risks of material misstatement due to fraud.
The auditor responds to risks of material misstatement due to fraud in the following
three ways:
7. AU section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained, (AICPA, Professional Standards, vol. 1), provides guidance on determining overall responses and designing and performing further audit procedures to respond to the assessed risks of
material misstatement at the financial statement and relevant assertion levels in a financial statement
audit.
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a. A response that has an overall effect on how the audit is conducted—that is, a response involving more general considerations apart from the specific procedures
otherwise planned.
b. A response to identified risks involving the nature, timing, and extent of the auditing procedures to be performed. Examples of auditing procedures that could be
performed by auditors of FCMs or IBs are provided in appendix A to this chapter.
c. A response involving the performance of certain procedures to further address the
risk of material misstatement due to fraud involving management override of controls, given the unpredictable ways in which such override could occur.

Evaluating Audit Evidence
5.104 Paragraphs .68–.78 of AU section 316 provide guidance on evaluating audit evidence. The auditor should evaluate whether analytical procedures that were performed as
substantive tests or in the overall review stage of the audit indicate a previously unrecognized risk of material misstatement due to fraud. The auditor also should consider whether
responses to inquiries throughout the audit about analytical relationships have been vague
or implausible, or have produced evidence that is inconsistent with other audit evidence
accumulated during the audit.
5.105 At or near the completion of field work, the auditor should evaluate whether the
accumulated results of auditing procedures and other observations affect the assessment of
the risks of material misstatement due to fraud made earlier in the audit. As part of this
evaluation, the auditor with final responsibility for the audit should ascertain that there
has been appropriate communication with the other audit team members throughout the
audit regarding information or conditions indicative of risks of material misstatement due
to fraud.

Responding to Misstatements That May Be the Result of Fraud
5.106 When audit test results identify misstatements in the financial statements, the auditor should consider whether such misstatements may be indicative of fraud. See paragraphs .75–.78 of AU section 316 for guidance related to an auditor’s response to
misstatements that may be the result of fraud. If the auditor believes that misstatements
are or may be the result of fraud, but the effect of the misstatements is not material to the
financial statements, the auditor should evaluate, nevertheless, the implications, especially
those dealing with the organizational position of the person(s) involved.
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5.107 If the auditor believes that the misstatement is or may be the result of fraud, and
either has determined that the effect could be material to the financial statements or has
been unable to evaluate whether the effect is material, the auditor should
a. attempt to obtain additional audit evidence to determine whether material fraud
has occurred or is likely to have occurred and, if so, its effect on the financial statements and the auditor’s report thereon.8
b. consider the implications for other aspects of the audit.
c. discuss the matter and the approach for further investigation with an appropriate
level of management that is at least one level above those involved and with senior
management and those charged with governance.
d. if appropriate, suggest that the client consult with legal counsel.
5.108 The auditor’s consideration of the risks of material misstatement and the results of
audit tests may indicate such a significant risk of material misstatement due to fraud that
the auditor should consider withdrawing from the engagement and communicating the
reasons for withdrawal to those charged with governance. The auditor may wish to consult
with legal counsel when considering withdrawal from an engagement.

Communicating About Possible Fraud to Management, Those Charged With
Governance, and Others
5.109 Whenever the auditor has determined that there is evidence that fraud may exist,
that matter should be brought to the attention of an appropriate level of management. See
paragraphs .79–.82 of AU section 316 for guidance about communicating with management and those charged with governance.

Documenting the Auditor’s Consideration of Fraud
5.110 Paragraph .83 of AU section 316 contains a listing of certain items and events that
should be documented by the auditor.

Practical Guidance
5.111 The AICPA Practice Aid Fraud Detection in a GAAS Audit—(Revised Edition)
provides a wealth of information and help on complying with the provisions of AU
section 316.
8. See AU section 508, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1), for
guidance on auditor’s reports issued in connection with audits of financial statements.
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Consideration of the Work of Internal Auditors
5.112 In audits of FCMs or IBs, independent auditors may consider using the work of
internal auditors. If the independent auditor will be considering or using the work of, or
receiving direct assistance from, the FCM’s or IB’s internal auditors, AU section 322, The
Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements
(AICPA, Professional Standards, vol. 1), provides guidance relating to the independent
auditor’s consideration of internal auditors’ competence and objectivity, and in the evaluation of their work.
5.113 AU section 322 also provides guidance concerning the independent auditor’s use
of work performed by the internal audit function. Reviewing and testing internal control
is often an important responsibility of the internal audit function. Thus, the work of the
internal auditors may have an important bearing on the independent auditor’s procedures.
If the independent auditor intends to consider or use the work of, or receive direct assistance from, the FCM’s or IB’s internal auditors, the independent auditor should follow the
guidance in AU section 322 in considering the competence and objectivity of the internal
auditor and in evaluating their work.
5.114 The FCM’s or IB’s internal auditors or other personnel can also be used to prepare
schedules, obtain documentation, and research matters. As objectivity and competence increase, the level of utilization of the FCM’s or IB’s personnel may increase as well. For certain internal audit procedures that are objective, competent, and well supervised,
independent audit procedures may consist of reviewing and testing internal audit work
rather than the FCM’s or IB’s systems and accounts.

Analytical Procedures
5.115 Analytical procedures are one of the most effective planning tools used by the auditor to identify potential areas of high risk. AU section 329, Analytical Procedures
(AICPA, Professional Standards, vol. 1), states that analytical procedures should be performed during the planning stage and overall review stages of all audits. Analytical procedures are performed in planning the audit not only to improve the auditor’s understanding
of the FCMs/IBs business and the transactions and events that have occurred since the last
audit date, but also to highlight unusual relationships and unexpected fluctuations in the
financial information that may require further investigation during the audit. The AICPA
Audit Guide Analytical Procedures provides practical guidance to auditors on the effective
use of analytical procedures. This Audit Guide includes a discussion of AU section 329
concepts and definitions, a series of questions and answers, an illustrative case study, and
an appendix that includes useful financial ratios.
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5.116 Analytical procedures involve the systematic analysis and comparison of recorded
amounts or ratios derived from recorded amounts with expectations that have been developed by the auditor. Those expectations may be developed by identifying plausible relations that are reasonably expected to exist based on understanding the FCM or IB and the
industry in which it operates. The goal is to determine any unusual fluctuations, trends,
ratios, transactions, events, and amounts that indicate that special attention is merited.
Specifically, auditors of FCMs or IBs may use the following information in performing
analytical procedures:
Internally-prepared budgets
Prior-period financial information
Forecasts
Extrapolations from interim data
Comparisons with industry statistics, FCM or IB financial information, or statistical data prepared by the Futures Industry Association (FIA) or other industry
groups
Comparisons of financial information with relevant nonfinancial information
5.117 Analytical procedures can be used when assessing the risks of material misstatement, including accounts or audit areas that require particular attention or those that need
little or no audit emphasis. Analytical procedures are especially useful because of the ease
in obtaining information with which to assess an FCM or IB, which consequently permits
easy identification of areas in which greater or lesser effort is necessary. Analytical procedures may be useful as part of the initial planning process to
enhance knowledge of the FCM’s or IB’s business.
provide a basis for preliminary judgments about materiality.
increase awareness of inherent risk factors.
direct attention to accounts and classes of transactions (or changes in them) that
merit additional audit emphasis.
5.118

Analytical procedures may be useful during the engagement to
corroborate the results of substantive tests of details applied to an account or group
of related accounts.
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be used instead of substantive tests of details applied to accounts or portions of
accounts where a low level of audit assurance would be desired.
be used instead of substantive tests of details applied to accounts over which controls operate and have been found to be effective, or to accounts related to other
accounts that have been tested through other substantive procedures.
highlight the need for, or assist in, the design of specific substantive tests.
assess the risk of further misstatements in accounts.
5.119 At the conclusion of an engagement, analytical procedures may be useful to (a)
confirm the results of other audit procedures and (b) help ensure that the auditor is aware
of the reasons for all significant fluctuations.
5.120 The auditor may apply analytical procedures to financial statement captions,
account balances, and quarterly financial statements, although the extent and timing of
the procedures will vary from one FCM or IB to another.
5.121 Specific analytical procedures that may be applicable to an FCM or IB include the
following:
Change in adjusted net capital as compared with excess net capital during the
period
Change in the ratio of an FCM’s total segregation and secured amount requirement
to the FCM’s adjusted net capital during the period preceding the audit date
Change in the percentage of an FCM’s combined excess segregated and set-aside
funds to the total of its segregation and secured amount requirements, respectively
Change in an FCM’s total receivable from customers for trading accounts having
debit or deficit balances and change in an FCM’s total current receivable from such
customers as a percentage of adjusted net capital and excess net capital during the
period preceding the audit date
Change in total capital charges as a percentage of adjusted net capital
Change in the number of under margined trading accounts at an FCM and the
total combined margin deficiency in such accounts during the period preceding the
audit date
Average age and combined amount of margin calls outstanding as of the audit date
Change in volume of proprietary trading and size of proprietary open positions
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Change in charge against net capital for open proprietary positions
Volume of unmatched trades (out trades) as of the audit date compared with the
total volume of trades executed as of the audit date
Change in the FCM’s or IB’s net income or loss from operations during the period
compared with prior periods
Exchange fees and commission income and expenses as compared with customer
trading volume
Amount of commission expense and commission revenue during the period compared with prior periods
For an FCM’s or IB’s trading accounts carried by a clearing FCM, interest income
earned or interest expense charged compared with the money balances in the
accounts at the clearing FCM
Management fees compared to the amount of funds under management
The nature, size, and extent of intercompany transactions and the impact of those
transactions on the FCM’s or IB’s current assets, liabilities, and regulatory capital
5.122 Paragraph .22 of AU section 329 requires that the auditor document certain items
when an analytical procedure is used as the principal substantive test of a significant financial statement assertion.

Auditing Accounting Estimates
5.123 As part of the scope of audit procedures to be performed, the auditor should be
aware that certain areas of an audit of an FCM’s or IB’s operations require estimates that
may be material in the preparation and presentation of the FCM’s or IB’s financial statements. An accounting estimate is an approximation of a financial statement element, item,
or account instead of a precise measurement.
5.124 Professional judgment is required in formulating an estimate. Although it is the
responsibility of the FCM’s or IB’s management to prepare estimates for the financial
statements, the auditor is responsible for evaluating their reasonableness. AU section 342,
Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1), provides guidance to
auditors on obtaining and evaluating sufficient, competent audit evidence in support of
accounting estimates included in the financial statements.
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5.125 Significant accounting estimates may affect many elements of an FCM’s or IB’s
financial statements, including the following:
Valuation of securities that are not readily marketable, or other investments
Valuation of commodity inventory
Reserves for promissory notes to account executives (contract notes usually
forgiven)
Customer reserves
Estimates of useful lives of plant, property and equipment, and leasehold
improvements
Litigation reserves
The estimate of deferred taxes
Employee compensation arrangements
Valuation of exchange memberships or trading privileges
Valuation of deferred tax asset allowance
Going concern assumption when factors indicate the assumption may no longer be
appropriate
5.126 Although management is responsible for making estimates, the auditor is responsible for evaluating the reasonableness of estimates and may consider appropriate procedures in planning and performing the audit. Those procedures should include both
subjective and objective factors. In evaluating accounting estimates for reasonableness, the
auditor should understand how management developed those estimates. Based on that understanding, the auditor should decide on one or a combination of the following three
approaches to assess reasonableness:
a. Review and test the process used by management to develop the estimate. To satisfy
this approach, the following procedures, among others, may be performed:
i. Identify what controls (if any) are in operation over the preparation of
accounting estimates and the supporting data that may be useful in that
evaluation.
ii. Determine whether factors that management used in forming the underlying
assumptions are relevant, reliable, and sufficient based on information gathered
from other audit tests.
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iii. Evaluate whether the assumptions are consistent with one another, the supporting data, relevant historical data, and industry data.
iv. Consider whether changes in the FCM’s or IB’s business or industry may affect
the assumptions underlying the accounting estimates.
v. Test the calculations used by management to convert the assumptions and
other factors into the accounting estimates.
b. Develop independent expectations of the estimates used by management for corroboration. Based on the understanding of the facts and circumstances relating to
the FCM or IB, the auditor should generate independent expectations that are
based on alternative assumptions as a means of confirming the reasonableness of
the accounting estimates.
c. Review subsequent events or transactions occurring prior to the date of the auditor’s report. To evaluate the reasonableness of accounting estimates, the auditor
may find it helpful to consider events or transactions occurring after the date of the
balance sheet, but before the date of the auditor’s report.
5.127 As investment and trading strategies increasingly include investing in more complex and higher-risk commodities and securities, the values of commodities and securities
may not be readily available through market quotations. Such commodities and securities
are often valued at amounts determined by the FCM’s management. Auditing the valuation of such commodities and securities is an area that requires a high degree of judgment
and scrutiny to ensure that the valuation procedures are reasonable and that the underlying support is appropriate. No single method exists for determining fair value in good
faith because fair value depends on the facts and circumstances of each individual case. In
auditing securities valuations determined by management, auditors should review the information that formed the basis for the valuations and ascertain that the procedures followed were reasonable. AU section 328, Auditing Fair Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1), provides guidance on auditing fair value measurements and disclosures contained in financial statements. Under AU section 328, the auditor’s substantive tests of fair value measurements involve (a) testing management’s
significant assumptions, the valuation model, and the underlying data, (b) developing independent fair value estimates for corroborative purposes, or (c) examining subsequent
events and transactions that either does or does not confirm the estimate.
5.128 In some instances, the auditor may consider using the work of a specialist in auditing the valuation of such securities. AU section 336, Using the Work of a Specialist
(AICPA, Professional Standards, vol. 1), provides guidance when auditors consider the
work done by a specialist. AU section 332, Auditing Derivative Instruments, Hedging
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Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1), provides
guidance to auditors in planning and performing auditing procedures for assertions about
investments in securities that are made in an entity’s financial statements.

Going Concern Considerations
5.129 AU section 341, The Auditor’s Consideration of an Entity’s Ability to Continue as a
Going Concern (AICPA, Professional Standards, vol. 1), provides guidance to the auditor
with respect to evaluating whether substantial doubt exists about the FCM’s or IB’s ability
to continue as a going concern.
5.130 Continuation of an FCM or IB as a going concern is assumed in financial reporting in the absence of significant information to the contrary. Ordinarily, information that
significantly contradicts the going concern assumption relates to the FCM’s or IB’s inability to continue to meet its obligations as they become due without substantial disposition
of assets outside the ordinary course of business, restructuring of debt, noncompliance
with various rules and regulations, externally forced revision of its operations, or similar
actions. The ability of an FCM or IB to meet statutory net capital requirements is a major
factor to consider in assessing the going concern assumption.
5.131 During the course of the audit, the auditor may become aware of information
that raises substantial doubt about the FCM’s and IB’s ability to continue as a going concern. AU section 341 states that the auditor has a responsibility to evaluate whether there
is substantial doubt about the entity’s ability to continue as a going concern for a reasonable period of time, not to exceed one year beyond the date of the financial statements
being audited. The evidence necessary to make this evaluation will usually be obtained
through planning and gathering audit evidence relative to the various audit objectives (including review of compliance with debt agreements, analytical procedures, and subsequent
events) and through completing the audit. If, after considering the identified conditions
and events in the aggregate, the auditor believes that there is substantial doubt about the
ability of an FCM or IB to continue as a going concern, he or she should consider management’s plans to mitigate the current conditions and events, the effect on the financial
statements and the related disclosures, and the effects on the auditor’s report. As part of
this process certain items should be documented following the guidance in paragraph .18
of AU section 341. Also, if the auditor concludes that substantial doubt exists about the
entity’s ability to continue as a going concern, the auditor should communicate certain
items with those charged with governance.
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Related Party Transactions
5.132 Significant relationships and transactions with directors, officers, or other related
parties should be disclosed in accordance with FASB Accounting Standards Codification
(ASC) 850, Related Party Disclosures. AU section 334, Related Parties (AICPA, Professional
Standards, vol. 1), sets forth procedures for the auditor to consider in determining the existence and identification of transactions with related parties. After identifying related
party transactions, the auditor should apply procedures the auditor considers necessary to
obtain satisfaction concerning the purpose, nature, and extent of these transactions and
their effects on the financial statements and associated regulatory reporting. The procedures should be directed toward obtaining and evaluating sufficient appropriate audit
evidence and should extend beyond inquiry of management.
5.133 Examples of related party transactions that may warrant the auditor’s consideration include the following:
a. Funds received by the FCM or IB from an affiliated company, or segregated funds deposited by the FCM with an affiliated company or other related party deposit. The auditor should determine that the FCM or IB being audited recorded the funds
received in the proper reporting period and deposited such funds in its bank accounts in a timely manner. The auditor should also determine that the deposited
funds cleared the bank within a reasonable amount of time.
The auditor should further consider the effect of funds received from related parties on the FCM’s or IB’s compliance with regulatory requirements. CFTC’s Division of Trading and Markets’ (now known as the Division of Clearing and
Oversight) Financial and Segregation Interpretation No. 13, “Accounting for
Checks Received from a Parent or an Affiliated Entity for Regulatory Compliance
Purposes,” discusses funds received by an FCM or IB from affiliated entities and
states that, for regulatory reporting and compliance purposes, accounting for such
transactions should be based upon the actual location of the funds rather than the
mere possession of uncollected checks for such funds.
Additionally, the auditor may consider customer funds segregated for regulatory
purposes that are deposited with affiliated entities of the FCM. The segregated
funds should be on deposit in an acceptable control location as defined by the
CFTC.
b. The offset of assets and liabilities concerning affiliated companies or related parties. Unless the audited FCM or IB can prove a right of offset, the FCM or IB may not net
its receivables from, and payables to, affiliated companies or related parties. The
auditor can refer to FASB ASC 210-20 for guidance on right to setoff criteria.

225

c. Secured loans to affiliated companies or related parties. The auditor may consider the
collateral or other security for secured loans receivable from affiliated companies or
related parties. The auditor should determine that the collateral for such loans has
sufficient fair value to collateralize the loan. Further, the auditor may also consider
whether such loans receivable may be deemed secured under the laws of the states
in which the collateral for the loans is located and, for regulatory net capital purposes, under CFTC Regulation 1.17c-3 and the rules of commodity self-regulatory
organizations (SROs), as appropriate.
d. Allocations among affiliated companies or related parties. The auditor should understand the allocation methodology and consider the effect on the financial statements of fee-based transactions that are being shared by affiliates.
e. Recording of transactions on the books and records of affiliated companies or related parties. The auditor should be aware that positions in underlying commodities and related hedges may be transacted and, therefore, recorded on the books of different
affiliated entities. The auditor may consider the financial statement effect of these
transactions.
f. Services performed for affiliated companies or related parties. Entities often provide
services to their affiliates at no cost or at reduced amounts. The auditor may consider the effect of such arrangements on the financial statements.

Communication of Matters Related to Internal Control9
5.134 AU section 325A, Communicating Internal Control Related Matters Identified in an
Audit (AICPA, Professional Standards, vol. 1), provides guidance on evaluating and communicating matters related to an FCM’s or IB’s internal control over financial reporting
identified during an audit of financial statements. AU section 325A defines the terms significant deficiency and material weakness, provides guidance on evaluating the severity of
control deficiencies identified, and requires the auditor to communicate, in writing, to
management and those charged with governance significant deficiencies and material
weaknesses identified in an audit. This communication includes significant deficiencies
and material weaknesses that were communicated to management and those charged with
governance in previous audits that have not yet been remediated. The communication is
best made by the report release date, but should be made no later than 60 days following
the report release date.
9. This section of the practice aid contains information on both Statements on Auditing Standards (SAS)
No. 112, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 325A) and SAS No. 115, Communicating Internal Control Related Matters
Identified in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325). SAS No. 115 is effective for
periods ending on or after December 15, 2009. See paragraph 5.136 for more information.
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5.135 A control deficiency exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions,
to prevent or detect misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of control deficiencies, that adversely affects the entity’s ability to
initiate, authorize, record, process, or report financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that
a misstatement of the entity’s financial statements that is more than inconsequential will
not be prevented or detected by the entity’s internal control. A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a
remote likelihood that a material misstatement of the financial statements will not be prevented or detected by the entity’s internal control.
5.136 In October of 2008, a revision of the guidance found in AU section 325A (see
paragraphs 5.134–.135 for the original guidance) was issued. This guidance, based on SAS
No. 115, Communicating Internal Control Related Matters Identified in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325), is effective for periods ending on or after
December 15, 2009, with earlier implementation permitted. The main changes to this
guidance are as follows:
The definitions of the terms material weakness and significant deficiency were
revised:
— A material weakness is a deficiency, or combination of deficiencies, in internal
control, such that there is a reasonable possibility that a material misstatement
of the entity’s financial statements will not be prevented, or detected and
corrected on a timely basis
— A significant deficiency is a deficiency, or combination of deficiencies, in internal control that is less severe than a material weakness, yet important enough
to merit attention by those charged with governance.
The list of deficiencies in internal control that are indicators of material weaknesses
was revised.
A list of deficiencies that ordinarily would be considered at least significant deficiencies was removed.
The illustrative written communication to management and those charged with
governance was revised.
Upon the adoption of this revised guidance by an entity, the definitions of the various
kinds of deficiencies in internal control and the related guidance for evaluating those deficiencies are aligned with the guidance found in PCAOB Auditing Standard No. 5.
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Communication With Those Charged With Governance
5.137 AU section 380, The Auditor’s Communication With Those Charged With Governance (AICPA, Professional Standards, vol. 1), provides guidance on the auditor’s communication with those charged with governance of matters related to the financial statement
audit that are, in the auditor’s professional judgment, significant and relevant to the responsibilities of those charged with governance in overseeing the financial reporting
process. The guidance defines those charged with governance as the person(s) with responsibility for overseeing the strategic direction of the entity and obligations related to the accountability of the entity. AU section 380 is applicable to all FCMs and IBs being audited
under GAAS, regardless of their governance structure or size. AU section 380 establishes a
requirement for the auditor to communicate certain matters relating to the audit. Although nothing in the guidance precludes the auditor from communicating any other
matters, the matters that should be communicated include the following:
The auditor’s responsibilities under generally accepted auditing standards
An overview of the planned scope and timing of the audit
Significant findings from the audit
Although the communication can be oral, it should be in writing when, in the auditor’s
judgment, oral communication would not be adequate. In the event the required communication is oral, it should be documented by the auditor.
5.138 AU section 380 also contains information on the communication process, the
timing of communication, and specific examples of what should be communicated. (See
paragraphs .23–.44 of AU section 380 for examples of items to be communicated.) AU
section 380 states that the auditor should communicate uncorrected misstatements and
the effect that they may have on the opinion in the auditor’s report, and request their correction. Paragraphs .40–.41 of AU section 380 contain the information related to the
communication of misstatements. AU section 380 also states that open and constructive
communication about qualitative aspects of the entity’s significant accounting practices
may include comments regarding the acceptability of significant accounting practices. Appendix B at paragraph .67 of AU section 380 provides guidance on the matters that may
be included in this communication. AU section 532, Restricting the Use of an Auditor’s Report (AICPA, Professional Standards, vol. 1), refers to reports issued under AU section 380
as by-product reports and states that the use of such reports should be restricted.
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Management Representations
5.139 AU section 333, Management Representations (AICPA, Professional Standards, vol.
1), establishes a requirement that an auditor, performing an audit in accordance with
GAAS, obtain written representations from management for all financial statements and
periods covered by the auditor’s report. AU section 333 also provides guidance concerning
the representations to be obtained and includes an illustrative management representation
letter. The specific written representations obtained by the auditor will depend on the circumstances of the engagement and the nature and basis of presentation of the financial
statements. The management representation letter should include an acknowledgement by
management that the effects of any uncorrected financial statement misstatements aggregated by the auditor during the current engagement, and pertaining to the latest period
presented, are immaterial both individually and in the aggregate, to the financial statements as a whole. A summary of the uncorrected misstatements should be included in, or
attached to, the representation letter.
5.140 An FCM/IB that is either an SEC registrant, or deemed to be a material subsidiary of an SEC registrant, should consider SEC final rule “Certification of Disclosure in
Companies’ Quarterly and Annual Reports,” that requires an issuer’s CEOs and CFOs, or
persons performing similar functions, to certify the financial and other information contained in the issuer’s quarterly and annual reports, and make certain disclosures. This certification includes, among other things, (a) the accuracy of the filed report, (b) the design
of the issuer’s internal accounting controls, and (c) the disclosure to the audit committee of
any material weaknesses in those controls.
5.141 As part of the certification of financial statements required by the Sarbanes-Oxley
Act of 2002, the CEO and the CFO of a publicly held FCM or IB are required to disclose
to the FCM’s or IB’s audit committee and independent auditors all significant deficiencies
in the design or operation of internal controls, which could adversely affect the FCM’s or
IB’s ability to record, process, summarize, and report financial data, and to identify to the
auditors any material weaknesses in internal controls. Further, they are to disclose to the
audit committee and the auditors any fraud, whether considered material or immaterial,
that involves management or other employees who have a significant role in the FCM’s or
IB’s internal controls.
5.142 AU section 337, Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Professional Standards, vol. 1), requires the auditor to obtain audit evidence relevant to litigation, claims, and assessments. AU section 337 concludes that a
letter of inquiry to the client’s lawyer is the auditor’s primary means of obtaining corroboration of the information furnished by management concerning litigation, claims, and
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assessments. Among other matters, the auditor should obtain a client representation about
the following factors, as appropriate:
The existence of a condition, situation, or set of circumstances indicating an uncertainty about the possible loss to an FCM or IB arising from litigation, claims,
and assessments
The period in which the underlying cause for legal action occurred
The degree of probability of an unfavorable outcome
The amount or range of potential loss

Substantive Audit Procedures
5.143 Certain auditing procedures unique to an audit of an FCM or IB are discussed
within this chapter. In addition, exhibit 5.1, at the end of this chapter, provides illustrations of several audit areas and their related assertions, objectives, and examples of substantive tests. In accordance with paragraph .07 of AU section 318, the auditor should
design audit procedures whose nature, timing, and extent are responsive to the assessed
risks of material misstatement at the relevant assertion level. In addition, there are other
auditing procedures that need to be performed in the audits of FCMs and IBs that are not
unique to such audits or that do not require special application in them. Such procedures
are not discussed in this chapter and auditors should refer to other sources for those
requirements.

Assets Segregated Under Federal and Other Regulations
5.144 An FCM is required to segregate and separately account for the assets of customers. An FCM may have customer-segregated assets on deposit in segregated accounts
maintained by the FCM at banks or other depositories pursuant to the CEAct. An FCM
may also have cash, securities, or other property for customers in segregated accounts that
the FCM keeps on hand or on premises. The CFTC also permits FCMs to carry customer-segregated funds in certain foreign depositories if certain conditions are met.
5.145 Regarding customer-segregated assets held on deposit at banks or other depositories, the auditor should confirm material balances unless other appropriate audit support
can be provided. For customer-segregated assets that are kept on hand or held on premises
by an FCM, and are material in amount, the auditor may consider conducting a count of
the on-hand or on-premises assets, reviewing and testing the records and controls concerning such assets, and comparing the results of the count to the FCM’s records. If the
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FCM conducts its own counts of the on-hand or on-premises segregated assets, keeps satisfactory records of such counts along with the FCM’s reconciliations of the count results
to the FCM’s records for the assets, and maintains accurate and sufficiently detailed journals and ledgers for the assets, the auditor may be able to rely on the FCM’s records for assurance that the on-site segregated assets are accurately recorded and stated by the FCM as
of the audit date.
5.146 Customer-segregated asset accounts that are not clearly titled and identified as
such, or accounts maintained at a bank or other depository that are not covered by written
acknowledgments from the bank or depository pursuant to CFTC regulations, may not be
recognized as segregated assets for regulatory purposes. The auditor may consider reading,
on a test basis, the titles for, and written acknowledgments covering, the FCM’s segregated
asset accounts for compliance with CFTC regulations, including an acknowledgment
from the bank that there are no liens against the accounts.
5.147 The auditor may consider testing an FCM’s investments of customer-segregated
assets and secured assets. Investments of Section 4d(a)(2) customer assets that do not comply with the requirements for such investments, as specified by CFTC Regulation 1.25,
Investment of customer funds, may not be considered segregated assets for regulatory purposes. Similarly, investments of Part 30.7 set-aside assets should be in securities that are, at
all times, readily marketable and liquid.
5.148 CFTC Regulations 1.20a and 30.7a require an FCM to separately account for,
and not commingle, Section 4d(a)(2) customer assets and Part 30.7 set-aside assets with
each other or with the assets of the FCM. Consequently, while examining transactions of
the FCM, the auditor should be aware of the possibility of an FCM’s commingling of customer or set-aside assets with its own proprietary assets. Such commingling of assets may
indicate a weakness in the FCM’s internal controls.

Exchange Memberships
5.149 The ownership of exchange memberships can be confirmed through direct correspondence with the exchange. An FCM may have more than one membership on a particular exchange. The propriety of considering exchange memberships as assets of the
FCM should be ascertained by referring to partnership agreements or other documents of
the FCM. The auditor should also consider performing audit procedures relating to the
valuation of memberships and the determination of whether the recorded value has been
impaired.
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5.150 Due to the demutualization of some exchanges, memberships may not be aligned
with ownership in the exchange. In a demutualization, trading privileges are disaggregated
from ownership, and valuation of memberships and other forms of ownership/trading
privileges should be carefully evaluated (for further discussion, refer to chapter 7, “Accounting Guidance”).

Deposits With Exchange-Clearing Organizations
5.151 On a regular basis, exchange-clearing organizations prepare and send reports, or
other summaries to each of their clearing members, showing the margin value attributed
by the clearing organization to the clearing member’s original margin deposits with the
clearing organization. A clearing member’s margin deposits at a clearing organization are
typically in cash, certain U.S. government obligations, other readily marketable securities
(excluding securities of financial institutions), or letters of credit.
5.152 The auditor should confirm all material balances representing deposits with
exchange-clearing organizations with the clearing organizations.

Due From and To Exchange-Clearing Organizations
5.153 As of the close of each trading day, an FCM that is a clearing member of an exchange-clearing organization has a daily net variation margin or settlement that is receivable from, or payable to, each clearing organization for open positions held by the FCM as
of the close of the prior trading day, and for futures and options trades cleared during the
trading day. For each trading day, the exchange-clearing organization sends to each clearing member a daily trade and position register that lists and summarizes the member’s
open positions as of the prior business day, the trades cleared for the member during the
trading day, the member’s open positions at the close of the trading day, and the member’s
daily net variation settlement for the day with the clearing organization.
5.154 The net mark-to-market gain or loss on trades that have not cleared as of the date
of the financial statements, which are recorded as unmatched trades on the daily trade and
position register, should be combined with the net settlement from or to that exchange
clearing organization in the FCM’s financial statements. The auditor may consider obtaining and testing each clearing organization’s listing of out trades as of the report date. Depending on the control environment, the auditor should also consider obtaining exchange
trade and position registers for subsequent days to determine that out trades as of the
report date were cleared, usually within five days after the trades were executed.
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5.155 Using the summary pages of the daily trade and position registers received by the
FCM from the exchanges on which it is a clearing member, the auditor may consider verifying the FCM’s stated receivable from and payable to exchange-clearing organizations.
The auditor should also consider the necessity of confirming any net settlement amounts.
5.156 Settlement amounts due from one exchange-clearing organization should not be
netted against settlement amounts due to another exchange-clearing organization. The auditor may consider reviewing the FCM’s computation of its receivable from and its
payable to exchange-clearing organizations to determine that such netting of settlement
amounts has not occurred.
5.157 The daily net settlement with an exchange-clearing organization is a key component of an FCM’s daily reconciliation of the FCM’s control settlement accounts to the
FCM’s futures open trade equity payable to customers and net options premium payable
or receivable for customers’ options trades. The auditor may consider examining and testing the FCM’s reconciliations of its control settlement accounts to determine that the net
daily settlement from each exchange-clearing organization is accurately recorded and
included in the reconciliation.

Receivables From and Payables to Brokers
5.158 An FCM may be a clearing or nonclearing member of a commodity exchange. If
an FCM is a clearing member of a commodity exchange, the FCM can execute, directly on
the exchange floor, trades on behalf of the commodity accounts it carries. The trades are
cleared through the exchange’s clearing organization. If an FCM is not a clearing member
of an exchange, the FCM must establish an omnibus account or fully disclosed arrangement with another FCM that is a clearing member. This type of FCM is known as the
carrying FCM or the correspondent FCM.

Omnibus Accounts
5.159 Carrying FCM. An FCM may perform clearing functions for other FCMs or IBs.
The auditor should confirm material balances in omnibus accounts unless other appropriate audit support can be provided. The carrying FCM should explain any differences that
exist between the books and confirmation responses, and reconciling items should be
traced to supporting documentation. The auditor may consider testing the carrying
FCM’s segregation, transfer, and controls pertaining to transactions with the introducing
FCM or IB, to determine that the instructions of the introducing FCM or IB were carried
out on a timely basis in compliance with their agreement and in accordance with the prescribed rules and regulations of applicable regulatory agencies. In addition, the auditor
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may also consider tracing selected trades in the omnibus accounts to underlying documentation furnished by the introducing FCM or IB, and testing that the clearing fee is in
conformity with the applicable agreement.
5.160 Introducing FCM or IB. The auditor should confirm the balance in the omnibus
account with the carrying FCM unless other appropriate audit support can be provided.
The auditor should also consider tracing any difference between the confirmation response and the client’s records to underlying documentation. In addition, the auditor may
consider testing the computation of the clearing fee for compliance with the related agreement, and may also consider the introducing FCM or IB’s obligations pursuant to the
clearing agreement about guaranteeing the deficits of its introduced customers.

Fully Disclosed Accounts
5.161 Carrying FCM. Because the accounts of the introducing FCM or IB are maintained on the books of the carrying FCM as if they are customers of the carrying FCM, the
auditing procedures for those accounts are the same as those performed on other customers’ accounts. In addition, the auditor may consider testing the fees earned for carrying
the other FCM’s or IB’s accounts.
5.162 Introducing FCM or IB. The auditor may consider performing auditing procedures to determine if the introducing FCM or IB is credited with the agreed-on fee for
trades generated by its customers. The auditor should also consider performing tests of the
introducing FCM’s or IB’s system to verify that all trades were executed in accordance with
its instructions and that fees complied with the applicable agreement. Such tests would ordinarily include comparing daily trading activity summaries prepared by the carrying
FCM with memorandums of the introducing FCM or IB. In addition, the auditor may
also consider testing the computation of the clearing fee for compliance with the related
agreement and may also consider the introducing FCM’s or IB’s obligations pursuant to
the clearing agreement about guaranteeing the deficits of its introduced customers.
5.163 When auditing the omnibus or fully disclosed account of an introducing FCM or
IB, the auditor may consider the relationship with, and financial viability of, the clearing
or carrying FCM, respectively, and may also consider obtaining the report on internal control filed by the clearing or carrying FCM with the NFA. The auditor should also consider
whether, under the guidelines of AU section 324, Service Organizations (AICPA, Professional Standards, vol. 1), it would be more effective to request a service auditor’s report
from the clearing or carrying FCM.

234

Receivables From Customers
5.164 Typically, an FCM’s receivables from customers represent the debit and deficit
balances in customers’ trading accounts carried by the FCM. Debit and deficit balances
usually occur in customers’ trading accounts as the result of trading losses or the FCM’s
payments for cash commodities deliveries taken by the FCM on behalf and for the benefit
of the FCM’s customers.
5.165 The auditor should confirm material receivables from customers unless other appropriate audit support can be provided, and test the existence, possession, control, and
value of collateral securing such receivables from customers. Debits and deficits may be
considered current if there was not a debit in the account the prior day and if the FCM
made a call for sufficient funds to cover the day’s debit or deficit balance. Conversely, if
there was a debit and deficit in the account on the previous business day, sufficient funds
were received to eliminate the debit and deficit in its entirety. Customers’ accounts having
debit and deficit balances may be secured by the following:
Negotiable customer-owned securities or other readily marketable investments
deposited by the customer with the FCM
Excess credit equity over the initial margin requirement in another trading account
with an identical owner
Negotiable customer-owned securities or excess credit equity of another customer
pursuant to a written agreement by another customer to guarantee the customer’s
account
Commissions payable by an FCM to an IB, or funds deposited by the IB pursuant
to a written agreement between the FCM and an IB in which the IB guarantees the
customer’s account by depositing such funds for that purpose with the FCM or by
allowing the FCM to withhold such commissions payable to the IB
5.166 The auditor may consider determining whether the receivables from customers
fall within the credit guidelines established by the FCM for the accounts and evaluating
the adequacy of the valuation allowance for the receivables.

Securities Sold Under Agreements to Repurchase/Resell
5.167 The auditor may consider testing the FCM’s or IB’s positions of securities held
under reverse repurchase agreements (reverse repos) and repos through confirmation with
the other party to the transaction. The extent of the confirmation procedures would be
based on the following:
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The auditor’s judgment concerning internal control
The materiality of contractual reverse repo and repo amounts and the value of
securities collateralizing the agreements
Types of error or fraud that have occurred

Securities, Commodities, and Derivative Financial Instruments Owned
5.168 The auditor may consider ascertaining that the FCM’s or IB’s position records
agree with, or have been reconciled to, the general ledger and that accruals for profit or loss
on the FCM’s or IB’s trading positions related to open trades have been recorded. In addition, the auditor may also consider testing, if material, the recorded values of commodities, securities, and other investments.
5.169 Quotations for forwards, options, swaps, and securities not actively traded may be
obtained from the FCM or IB being audited; however, the auditor may consider independently testing material items with other parties that have knowledge of the particular item
or with other appropriate sources. The auditor may also consider documenting in the
working papers pricing sources used in the testing procedure. For forwards, options,
swaps, and securities with no ready market, the auditor does not function as an appraiser
and is not expected to substitute his or her judgment for that of the management of the
FCM or IB in determining value. Instead, the auditor should evaluate the information relied on by management and determine whether the procedures followed are reasonable in
the circumstances. If the FCM or IB or its pricing service uses a formula-based pricing or
similar method, the auditor may also consider obtaining an understanding of the procedures employed in order to determine if the process would produce a reasonable determination of value. The sources of the market price quotations used should be documented.
5.170 The auditor should perform those test calculations the auditor deems necessary in
the circumstances. As partial substantiation for the valuation of such forwards, options,
swaps, and securities, the auditor may also wish to review purchases or sales made shortly
before and after the valuation date. The auditor may also consider requesting a valuation
from other FCMs or IBs or from independent pricing services.
5.171 Management’s valuation procedures of forwards, options, swaps, and securities
that are not readily marketable are designed to approximate fair value. Those procedures
are generally a good-faith estimate by management. Although the auditor may determine that the underlying documentation supports the value estimates, the auditor may
conclude that because the range of values is significant, the opinion should be modified.
The modification usually relates to an adjustment that may have been required if a ready
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market value existed. If the auditor concludes that the procedures used to estimate value
are reasonable, that the documentation is appropriate, and that the range of values is not
significant, the opinion need not be modified. With regard to a modification, the auditor
may consider reporting on whether the procedures used by management to arrive at a fair
value appear to be reasonable.
5.172 AU section 328 provides guidance on auditing fair value measurements and disclosures contained in financial statements. Under AU section 328, the auditor’s substantive tests of fair value measurements involve (a) testing management’s significant
assumptions, the valuation model, and the underlying data, (b) developing independent
fair value estimates for corroborative purposes, or (c) examining subsequent events and
transactions that either do or do not confirm the estimate.
5.173 AU section 332 provides guidance to auditors in planning and performing auditing procedures for assertions about investments in securities that are made in an entity’s financial statements. A companion Audit Guide, Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities, provides practical guidance for implementing AU
section 332. For audits conducted in accordance with GAAS, AU sections 9328, Auditing
Fair Value Measurements and Disclosures: Auditing Interpretations of Section 328 (AICPA,
Professional Standards, vol. 1), and 9332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities: Auditing Interpretations of Section 332 (AICPA, Professional Standards, vol. 1), contain audit interpretations of AU sections 328 and 332,
respectively, that indicate if the auditor determines that the nature and extent of auditing
procedures should include tests of the measurement of investments in securities (or interests in a trust that holds investments in securities), simply receiving a confirmation from a
third party (including a trustee) does not, in and of itself, constitute adequate audit evidence with respect to the valuation assertion. The interpretations also provide that receiving confirmation from a third party (including a trustee), for investments in the aggregate,
does not constitute adequate audit evidence with respect to the existence assertion. Receiving confirmation from a third party (including a trustee) on a security-by-security or
investment-by-investment basis, however, typically would constitute adequate audit
evidence with respect to the existence assertion.

Physical Commodities Inventories
5.174 A number of FCM’s and IB’s own physical commodities inventories they obtained by taking delivery on futures contracts or by transacting business in forward contract or cash commodities markets. The documentary evidence for ownership of physical
commodities is usually represented by warehouse receipts that are in bearer form and are
held by the FCM or IB in a vault on the FCM’s or IB’s premises or are on deposit with
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a bank. Warehouse receipts may also be deposited by the FCM or IB with a lender as
collateral for a loan.
5.175 The auditor may consider performing the following audit procedures with respect
to an FCM’s or IB’s physical commodities inventory:
Observe the counting or weighing of commodities in the physical possession of the
FCM or IB. The auditor should perform procedures that he or she considers necessary in order to determine that the types, quantities, and grades of the commodities
in the FCM’s or IB’s possession are accurately stated or recorded by the FCM or IB.
Inspect the physical commodities for damage or spoilage and read the FCM’s or
IB’s insurance coverage for such inventory losses. The auditor’s inspection of the
quality of the inventory and assessment of the methods used by the FCM or IB to
determine the value of the inventory may require the auditor to rely on the work of
a specialist in accordance with the guidelines contained in AU section 336.
Confirm the inventory with the public warehouses holding the physical commodities. The auditor may consider including the following information on the
confirmation:
— Warehouse receipt numbers;
— Detailed descriptions of the types, quantities, grades, or quality of the commodities held; and
— If applicable, the value of the commodities less any storage or insurance
charges, and other adjustments.
In addition, the auditor may also consider, if appropriate, inspecting the physical
commodities held in public warehouses.
Inspect warehouse receipts in the FCM’s or IB’s physical possession.
Confirm warehouse receipts not in the FCM’s or IB’s physical possession.
Inspect documents and trace subsequent entries for items in transit at the balancesheet date.
Test the fair value of physical commodities based on major market or other appropriate spot prices, adjusted for freight differentials. If spot prices are not available,
futures and forward contract quotes may be used, provided they are adjusted for
the cost to carry. If the physical commodity is hedged, the hedge should be considered in determining value. AU section 328 addresses audit considerations relating to the measurement and disclosure of assets, liabilities, and equity presented or
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disclosed at fair value in financial statements. AU section 332 provides guidance to
auditors in planning and performing auditing procedures for assertions about derivative instruments, hedging activities, and investments in securities that are made
in an entity’s financial statements.
Ascertain the reputation of the warehouse and determine whether the warehouse is
bonded.
5.176 Generally, two kinds of public warehouses exist: those licensed under federal laws
and those licensed under state laws. Most public warehouses choose to be federally licensed because federal licensure supersedes the state licensing requirement. Federal laws
require the operators of federally licensed public warehouses to file a surety bond with the
appropriate federal agency. In addition, a commodity exchange may require a bond
amount that exceeds the federal bond requirement. In such instances, the higher bond
amount is required. Federally licensed public warehouses are subject to regular audits by
federal examiners.

Advances on Cash Commodities
5.177 Some FCMs and IBs that are in the business of buying and selling spot commodities advance cash to sellers of such commodities against future deliveries. The auditor
may consider testing the type and amount of such advances and the amount and market
value of collateral for the advances held by a bank or other custodian. If material, the
auditor may also consider confirming the amounts of cash advances with the other parties
involved unless other appropriate audit support can be provided.

Accrued Commissions Receivable or Payable
5.178 The auditor may consider testing the FCM’s or IB’s computations of its accrued
commissions receivable or payable and the FCM’s or IB’s reconciliations for commissions
receivable and payable. An FCM may have commissions receivable from, or payable to, exchange clearing organizations, other FCMs, IBs, account executives, and floor brokers. An
IB usually has commissions receivable from FCMs that clear trades for accounts of customers introduced by the IB. Commissions earned by an FCM for trades executed for its
customers are usually charged by the FCM directly to the customers’ accounts.

Payable to Customers
5.179 In accordance with the CEAct and the regulations thereunder, only FCMs may
have a trade payable to customers as the result of carrying trading accounts for customers
trading commodity futures and options-on-futures on U.S. exchanges, or for U.S.-based
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customers trading futures and options-on-futures on foreign exchanges. On an FCM’s financial statements, the balance for an FCM’s payable to customers may be comprised not
only of the equity in trading accounts of persons defined as customers by CFTC regulations, but also of the equity in trading accounts owned by persons defined as noncustomers.
5.180 Noncustomer trading accounts are neither proprietary trading accounts of the
FCM nor trading accounts owned by customers as defined by CFTC Regulation 1.3k, Definitions. Owners of noncustomer trading accounts generally include employees and business affiliates of the FCM. In an audit of an FCM, the distinctions between customer,
noncustomer, and proprietary trading accounts are important because such distinctions
are required to be reflected in the books and records of the FCM and are significant in an
FCM’s compliance with regulatory requirements.
5.181 In auditing an FCM’s payable to customers, the auditor may consider testing the
following subsidiary ledgers and supporting records maintained by the FCM:
The customer equity and margin status report (also called the equity or tab run)
The open position report, marked-to-market (the point balance)
The daily trade listing
Reconciliations of open trade equity per the FCM’s books and records to exchange
trade and position registers, listings of unmatched trades (out trades), and daily
variation settlements
Reconciliations of open positions and open trade equity in omnibus accounts
Adjusting entries made by the FCM to its customer accounts and accounting
books and records for corrections and reconciling items
Account statements provided by the FCM to owners of trading accounts carried by
the FCM
5.182

The auditor’s tests of these records may include the following:
Compare the details shown on the FCM’s ledger for selected customer accounts to
the details and information shown on statements sent by the FCM to customers for
the accounts
Compare the details shown on the FCM’s ledger for selected trades and open positions in trading accounts to the FCM’s daily trade and open position listings and to
exchange clearing organization trade and position registers or account statements
received from corresponding brokers

240

Trace customer cash transactions selected from the cash receipts and disbursements
journal to the customers’ accounts as shown on the FCM’s ledger and to account
statements sent to the customers
Compare selected trades shown on exchange trade and position reports or on carrying FCM statements to the FCM’s daily trade listing and the FCM’s ledger
Test in detail the FCM’s reconciliations of its customer, noncustomer, and proprietary open futures positions, open trade equity, and open options positions per the
FCM’s books and records with exchange trade and position registers, unmatched
trade listings, and daily settlement summaries, or with carrying FCM statements.
Test in detail selected adjusting entries to customer accounts for the following:
— Trade price or trade quantity differences
— Incorrect or omitted cash transaction entries
— Trades cleared, but not added to an account
— Unmatched trades that were recorded in an account, but cannot be resolved by
the executing brokers and, consequently, should be deleted or busted from the
account and the FCM’s books
— Other correcting or reconciling adjustments
5.183 An FCM’s ledger and other records should support the balance shown by the
FCM on its statement of financial condition for its payable to customers. The auditor
should note, however, that the total payable to customers indicated by the FCM’s ledger is
usually a net payable that combines customer accounts having net debit or deficit balances
with customer accounts having net credit balances. In preparing its statement of financial
condition, the FCM should include only those customer accounts having net credit balances in the total for payable to customers. Customer accounts having net debit or deficit
balances are included in the total receivable from customer balances shown on the FCM’s
statement of financial condition.
5.184 When auditing an FCM, the auditor may consider confirming open futures and
options-on-futures positions and balances in trading accounts carried by the FCM. Sampling techniques may be suitable. In selecting customer accounts for confirmation, the auditor needs to consider the commodity positions in such accounts, the account ledger
(money) balances, and other property deposited with the FCM and credited to the account. The auditor also may consider confirming some accounts with zero balances. AU
section 330, The Confirmation Process (AICPA, Professional Standards, vol. 1), provides
guidance to the auditor on using confirmations.
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5.185 All differences disclosed through a comparison of third-party records and confirmations with the records of the FCM or IB being audited should be resolved by the
FCM or IB, and adjustments should be reviewed by the auditor to the extent considered
necessary.

Margining of Trading Accounts
5.186 The auditor should also consider analyzing trading accounts carried by an FCM
for evidence of under margined conditions that may affect the FCM’s net capital computation under CFTC Regulation 1.17. In performing such a review, obtaining and testing
the FCM’s ledger, a listing of under margined accounts, and an aged listing of margin calls
made and outstanding may be helpful. The auditor may also consider testing the FCM’s
margin requirements for particular trading accounts by comparing the margin requirements for the accounts shown on the FCM’s records to the margin requirements for the
accounts as calculated by an outside service organization or by the auditor.
5.187 The auditor may consider analyzing accounts with margin deficiencies to determine whether an under margined account charge is required to be taken against net capital under CFTC Regulation 1.17c-5-viii and ix, or under the rules of other regulatory
bodies. In addition, the auditor may also consider evaluating the timeliness and adequacy
of margin calls made by the FCM and the timeliness of receipt of the requested additional
margin funds.

Subordinated Accounts and Borrowings
5.188 The auditor may consider obtaining appropriate audit evidence concerning cash
subordination or secured demand note agreements, and determine whether they have been
approved by the appropriate regulatory bodies and meet the requirements for treatment as
equity capital in accordance with CFTC Regulation 1.17d. In order to accomplish this,
the auditor may consider confirming directly with the FCM’s or IB’s designated self-regulatory organization (DSRO) or by review of approval letters received by the FCM or IB
from the DSRO. The auditor should also consider determining, through confirmation,
the expiration dates of the agreements, the amounts subordinated, any collateral, any limits in relation to those amounts, and the nature of the liability to the subordinating party.
This information is needed to determine the proper carrying value of the accounts and the
appropriate treatment under net capital rules.
5.189 The auditor may consider testing compliance with the specific terms of subordinated loan and secured demand note agreements and direct specific attention to the terms
of those agreements. This is important because some agreements contain covenants that
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require the borrower to satisfy and maintain specified levels of profitability or operating results, tangible net worth, or other financial requirements during the instrument’s term. An
FCM’s or IB’s failure to comply with such covenants in the agreement may cause the FCM
or IB to be in technical default of the agreement and may allow the lender to demand accelerated or early repayment. In addition, because secured demand note agreements are
collateralized instruments, and the collateral should meet regulatory requirements, the
auditor may also consider evaluating the kind, value, and location of the collateral.

Open Contractual Commitments
5.190 FCMs report unrealized gains and losses on their forward commitments in determining their financial position and results of operations. Audit objectives for testing an
FCM’s forward commitments may include obtaining satisfaction that the following have
been confirmed:
The forward commitments exist and are bona fide separable resources or obligations of the FCM
The entries in the FCM’s forward contract position book are accurate and
complete
All forward commitments have been accounted for
Gains and losses on forward commitments have been properly and accurately
recorded
5.191 The auditor may consider obtaining the open commitment statements received
by an FCM. The open commitment statements generally present the following:
The type and grade of contracted commodity
The date of the forward contract
The counterparty’s contract number
The quantity of the commodity purchased or sold
The delivery dates specified by the contracts
The contract price
5.192 The auditor may consider confirming contractual commitments (other than endorsed puts and calls, the holders of which are unknown) on a test basis. In many cases,
the commitments of customers will appear in their accounts and will be confirmed when
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those accounts are confirmed. In such cases, the open contracts may be confirmed in the
same manner as are other accounts.
5.193 Sometimes, if a settlement date (subsequent to the date of the financial statements) has been fixed for an open contract transaction, the FCM will clear the open contract file and enter the transactions on the settlement blotter for the day of settlement.
Such transactions are not regular-way transactions and may be confirmed separately.

Suspense Accounts
5.194 Suspense accounts should be analyzed by the FCM or IB at the end of the period
and such amounts should be charged to income or expense, or reclassified as appropriate
to accounts such as firm or customer, receivable or payable, or to other accounts for financial reporting purposes. The auditor may consider testing the analysis for propriety of
aging and classification and may also consider testing specific items by confirmation with
third parties, comparison with underlying records, or other procedures. Suspense accounts
may contain money and position balances. Even though these suspense items may often be
netted, the auditor may consider evaluating suspense accounts based on a gross basis.
5.195 Suspense accounts that have significant balances or balances that recur from one
accounting period to the next may indicate a weakness in the FCM’s or IB’s accounting
system or internal control structure. This is particularly true for suspense accounts at an
FCM that relate to the FCM’s payable to its customers or its receivable from, or payable
to, commodity exchange clearing organizations or correspondent brokers.

Income Statement
5.196 The auditor may consider performing analytical procedures on the income and
expense balances shown on the FCM’s or IB’s income statement. This would normally include a year-to-year comparison of income and expense balances. Also, the auditor may
consider performing substantive tests of transactions in the revenue and expense cycle, and
analyze significant or unusual items in trade error accounts and bad debt accounts, which
may include an inspection of underlying documentation for appropriate approvals of the
transactions and their recording in the accounting system. Exhibit 5.1 in this chapter provides possible test procedures that the auditor may consider for auditing commission revenue and expense, principal transaction revenue, interest revenue and expense,
compensation expense, and other expenses and taxes. The auditor should discuss any significant trends or questionable transactions with management.
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Computation of Segregation and Secured Amount
Requirements and Minimum Capital Requirement
Segregation and Secured Amount Requirements
5.197 Section 4d(a)(2) of the CEAct and CFTC Regulation 1.20, Customer funds to be
segregated and separately accounted for, require an FCM to separately account for and segregate all funds of customers trading on U.S. commodity exchanges (or alternatively,
“. . . customers trading commodity futures or options-on-futures on a U.S. exchange”).
CFTC Regulation 30.7 requires an FCM to maintain, in a separate account or accounts,
money, securities, or property (called set-aside funds) in an amount sufficient to satisfy all
of the FCM’s current obligations to customers trading foreign futures and foreign options
on foreign commodity exchanges or boards of trade (called secured amount). Chapter 3 of
this practice aid provides a detailed discussion of the regulatory requirements concerning
an FCM’s Section 4d(a)(2) segregated funds and Part 30, Foreign Futures and Foreign
Options Transactions, set-aside funds.
5.198 The auditor should review the FCM’s procedures and controls for compliance
with Section 4d(a)(2) of the CEAct and Part 30 of the CFTC’s regulations under the
CEAct. The auditor should perform those tests considered necessary to be satisfied that
the procedures and controls in existence, including the written documentation, are operating as described, and provide reasonable assurance that the FCM meets the pertinent
regulatory requirements.
5.199 As part of its annual financial report filed with the CFTC and other regulatory
bodies, an FCM is required to prepare and include the following:
A statement of segregation requirements and funds in segregation for customers
trading on U.S. commodity exchanges
A statement of secured amounts and funds held in separate accounts for foreign
futures and foreign options customers pursuant to CFTC Regulation 30.7
5.200 By noon of the following business day an FCM is also required to prepare and
retain computations of the following as of the close of each business day:
Its total funds on deposit in segregated accounts, total amount of funds required to
be segregated, and excess (deficient) funds on deposit in segregated accounts
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Its total amount of money, securities, and property held in Part 30 separate
accounts, total Part 30 secured amount, and excess (deficient) set-aside funds held
in Part 30 separate accounts
5.201 The auditor should test the balances shown on the FCM’s segregation and secured amounts statements that are included as part of the FCM’s financial report to determine whether the statements were prepared in accordance with the CFTC’s Form
1-FR-FCM instructions. The auditor should also test the FCM’s daily segregation and secured amounts computations prepared by the FCM during the year preceding the audit
date to determine whether the FCM prepared such computations for each business day
during the period and whether the FCM has kept sufficient funds on deposit in segregated
or separate Part 30 accounts.

Minimum Capital Requirement
5.202 CFTC Regulation 1.17 requires an FCM or independent IB to comply, at all
times, with minimum net capital requirements. CFTC Regulation 1.18, Records for and relating to financial reporting and monthly computation by futures commission merchants and
introducing brokers, requires an FCM or independent IB to make and retain a formal computation of its adjusted net capital and minimum capital requirement as of the close of
business each month. The auditor should test the monthly computations of minimum
capital requirements prepared by the FCM or IB during the audit period to obtain satisfaction about the following:
The FCM or IB has prepared, as of the close of business each month, a computation of its adjusted net capital and minimum financial requirements pursuant to
CFTC Regulation 1.17
The FCM or IB, on those computations, satisfied the minimum adjusted net capital requirements
5.203 CFTC Regulation 1.17 defines net capital as the amount by which current assets,
as defined by Regulation 1.17c-2, exceed liabilities, exclusive of subordinated debt. Adjusted net capital is defined by Regulation 1.17c-5 as net capital less the following:
Certain charges related to customer and under margined accounts, proprietary futures contracts, advances, and unsecured receivables
Certain percentage reductions (haircuts) in the market value of proprietary securities, options on securities, contractual commitments, and commodity inventory
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5.204 FCMs and IBs are required to maintain minimum net capital. Refer to paragraph
3.82 in chapter 3 for a listing of such requirements.
5.205 If an FCM fails to maintain the minimum required adjusted net capital, the
FCM is restricted to trading for liquidation only; that is, the FCM is prohibited from accepting any new positions for customers, should transfer all of its customer accounts to another FCM, and cease doing business as an FCM until it can prove to the satisfaction
of the CFTC or its SRO its ability to achieve compliance with the minimum financial
requirements.
5.206 An IB who fails to maintain the minimum required adjusted net capital should
immediately cease doing business as an IB until the IB can demonstrate compliance with
the requirements of minimum adjusted net capital.
5.207 The auditor should have an understanding of the FCM’s or independent IB’s procedures and controls for compliance with regulatory capital requirements and should perform those tests considered necessary to be satisfied that the procedures and controls,
including the written documentation, provide reasonable assurance that the FCM or independent IB is in compliance with CFTC Regulations 1.17–.18, and the rules of other regulatory bodies. If appropriate, the auditor should also consider the effect on the
supplemental schedules of differences identified as a result of the audit of the basic financial statements.
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5.208

APPENDIX A: Consideration of Fraud in a Financial
Statement Audit: Examples and Considerations for
Auditors of FCMs or IBs
Risk Factors and Auditor Responses
Two types of fraud are relevant to the auditor’s consideration: fraudulent financial reporting and misappropriation of assets. For each of these types of fraud, the risk factors are further classified based on the three conditions generally present when material
misstatements due to fraud occur: incentives/pressures, opportunities, and attitudes/rationalizations. Although the risk factors cover a broad range of situations, they are only examples and, accordingly, the auditor may wish to consider additional or different risk
factors. Also, the order of the examples of risk factors provided is not intended to reflect
their relative importance or frequency of occurrence.
Part 1: Fraudulent Financial Reporting
An auditor’s interest specifically relates to fraudulent acts that cause a material misstatement of financial statements. Some of the following factors and conditions are present in
entities where specific circumstances do not present a risk of material misstatement. Also,
specific controls may exist that mitigate the risk of material misstatement due to fraud,
even though risk factors or conditions are present. When identifying risk factors and other
conditions, you should assess whether those risk factors and conditions, individually and
in combination, present a risk of material misstatement of the financial statements.
A. Incentives/Pressures
1. Financial stability or profitability is threatened by economic, industry, or an futures
commission merchant’s (FCM’s) or introducing broker’s (IB’s) operating conditions, such as (or as indicated by):
a. High degree of competition or market saturation, accompanied by declining
margins
b. High vulnerability to rapid changes, such as changes in technology, or interest
rates
i.
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A failure or inability to keep pace with the rapid growth in electronic trading, if the financial stability or profitability of the particular FCM or IB is
placed at risk, due to that failure or inability

ii. Concentration in a particular type of financial instrument
2. Excessive pressure exists for management to meet the requirements or expectations
of third parties due to the following:
a. The pressure on management to meet the expectations of analysts and rating
agencies or parents (for FCM’s or IB’s that are subsidiaries of public entities or
overseas entities)
3. Management or those individuals charged with governance’s personal net worth is
threatened by the FCM’s or IB’s financial performance arising from the following:
a. The structure of incentive plans induces traders to take unusually greater risks
b. An unusually high level of internal competition for capital allocation among
product types/trading desks exists
B. Opportunities
1. The nature of the industry or the FCM’s or IB’s operations provides opportunities
to engage in fraudulent financial reporting that can arise from the following:
a. A failure by management to have an adequate understanding of the FCM’s or
IB’s trading and investment strategies as conducted by the FCM’s or IB’s
traders, including the types, characteristics, and risks associated with the products purchased and sold by the FCM or IB
b. Significant, unusual, or highly complex transactions, especially those close to
year end that pose difficult “substance over form” questions
i.

Unusually significant increase in unsettled trades at year end

ii. A high degree of complex accounting standards relating to, for example, financial instruments and off-balance sheet transactions
iii. Transactions (straddling) year end in similar commodities
2. Internal control components are deficient as a result of the following:
a. Inadequate monitoring of controls, including automated controls and controls
over interim financial reporting.
i.

A failure by management and those charged with governance to set parameters (for example, trading limits, credit limits, and aggregate market risk
limits) and to continuously monitor trading activities against those parameters

ii. Lack of sufficient access controls for front-office and back-office systems
iii. Failure to monitor the filling of customer orders from the firm’s inventory
(for example, front-running and excessive mark-up)
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iv. Lack of review of customer lists and insufficient controls surrounding the
customer account approval and maintenance processes for both cash and
margin accounts
v.

A lack of sufficient controls over the review process for new products,
structured finance, and off-balance-sheet transactions

vi. A lack of sufficient controls over the valuation process for less liquid commodities or securities, including controls over the changes of valuation
pricing and the appropriate segregation of duties
b. High turnover rates or employment of ineffective accounting, internal audit, or
information technology staff.
i.

A failure by management to ensure that the FCMs/IBs are properly
trained, appropriately licensed, and adequately supervised

ii. Lack of policies and training over the range of product offerings
iii. A failure by management to assess the quality and breadth of the company’s internal audit department, to ensure that the department receives
adequate training and resources to match the sophistication and progression of the company
iv. Improper reporting lines for internal audit
c. Ineffective accounting and information systems, including situations involving
control deficiencies and material weaknesses.
i.

Lack of board approval and a specialist’s independent evaluation of inhouse developed valuation models

d. Use of error accounts to hide trading errors, made to meet commitments to
clients, particularly for block trades in meeting a predetermined value-weighted
average price (VWAP).
e. Use of valuation reserves for other purposes, such as to hide errors or expenses.
Assumptions in valuation reserves may be changed without adequate approval.
Lack of proper approval for the establishment of valuation reserves.
f. Use of customer collateral for firm purposes. (Tested by possession or control
procedures.)
g. Intercompany transactions designed to improperly manage earnings.
h. Transactions accounted for as sales as opposed to financing.
i. Use of different valuations of same product in two related companies.
j. Use of a borrowed security to cover a theft of customer-related security.
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k. Poor controls over corporate actions in which the client fails to receive entire
benefit.
l.

Not properly valuing collateral or reflecting the extent of cross-collateralization
on rate swaps.

m. Weak controls causing a failure to record trades on a timely basis, which may
facilitate customers’ poor trading activity.
n. Lack of controls over the execution of customer transactions.
C. Attitudes/Rationalizations
Risk factors reflective of attitudes/rationalizations by board members, management, or
employees that allow them to engage in and/or justify fraudulent financial reporting, may
not be susceptible to observation by the auditor. Nevertheless, the auditor who becomes
aware of the existence of such information should consider it in identifying the risks of
material misstatement arising from fraudulent financial reporting. For example, auditors
may become aware of the following information that may indicate a risk factor:
1. Excessive interest by management in maintaining or increasing the FCM’s or IB’s
stock price or earnings trend
a. Unusually aggressive interpretations of regulatory rules
b. Lax attitude toward regulatory compliance
D. Auditor Responses
In addition to the sample responses presented in AU section 316, Consideration of Fraud in
a Financial Statement Audit (AICPA, Professional Standards, vol. 1), an auditor may want
to consider the following responses.
Extend confirmation procedures concerning agreements with counterparties (for
example, leases, clearing, custody, margin, and subordinated debt).
Extend confirmation procedures concerning the terms of selected transactions (for
example, swaps, financing transactions, and fails) with counterparties.
Review the results of valuation testing performed by departments of the company
(for example, controllers, internal audit, and middle office).
Review background information about those charged with governance and management to determine if they have the capacity to understand trading and investment strategies. Conversations with appropriate people and review of the board’s
and management’s experience and credentials may be necessary.
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Review management summary reports on performance and meet with management to discuss trading and business direction.
Perform periodic reviews of valuation methodologies by independent specialists
throughout the year.
Meet with middle office personnel to gain an understanding of the company’s policies concerning managing risk (for example, stress testing and valuations).
Extend testing on regulatory computations for companies barely meeting the minimum net capital requirements.
Consider how management dealt with regulatory issues in the past.
Consider how management responded to past regulatory examinations.
Ascertain whether there is a code of conduct.
Part 2: Misappropriation of Assets
An auditor’s interest specifically relates to fraudulent acts that cause a material misstatement of financial statements. Some of the following factors and conditions are present in
entities where specific circumstances do not present a risk of material misstatement. Also,
specific controls may exist that mitigate the risk of material misstatement due to fraud,
even though risk factors or conditions are present. When identifying risk factors and other
conditions, you should assess whether those risk factors and conditions, individually and
in combination, present a risk of material misstatement of the financial statements.
Risk factors that relate to misstatements arising from misappropriation of assets are also
classified along the three conditions generally present when fraud exists: incentives/pressures, opportunity, and attitudes/rationalizations. Some of the risk factors related to misstatements arising from fraudulent financial reporting also may be present when
misstatements arising from misappropriation of assets occur. For example, ineffective
monitoring of management and weakness in internal control may be present when misstatements due to either fraudulent financial reporting or misappropriation of assets exists.
The following are examples of risk factors related to misstatements arising from misappropriation of assets.
A. Opportunities
1. Certain characteristics or circumstances may increase the susceptibility of assets to
misappropriation. For example, opportunities to misappropriate assets increase
when there are the following:
a. Warehouse receipts or securities (for example, bearer instruments) held in the
company’s vault
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b. Commingling of customer securities with the FCM’s or IB’s securities at a custodian bank
2. Inadequate internal control over assets may increase the susceptibility to misappropriation of those assets. For example, misappropriation of assets may occur because
there is the following:
a. Inadequate management oversight of employees responsible for assets
i.

Lack of management oversight of overseas offices and subsidiaries

ii.

Inadequate supervision of traders’ trading practices and limits, especially
for those generating a large proportion of the FCM’s or IB’s total revenue

iii. Large amounts of cash, commodities or securities at branches or branch
offices
iv.

Poor control over wire transfers

b. Inadequate segregation of duties or independent checks
i.

Lack of segregation of duties between the front-office (that is, execution
of trades) and the back-office (that is, settlement and accounting for
trades)

ii.

Lack of independent review of periodic reconciliations (for example, settlement accounts, cash accounts, and stock records)

iii. Failure to confirm failed transactions on a timely basis
iv.

Failure to periodically review items in suspense accounts

v.

Failure to review the aging of items, including failed transactions and receivables

vi.

Lack of or infrequent independent pricing of inventory performed by
middle-office or back-office (that is, risk management and controller’s
group)

vii. Poor controls over journal entries to customer accounts
viii. Failure to confirm customer transactions on a timely basis
c. Inadequate physical safeguards over cash, commodities investments, inventory,
or fixed assets
i.

Lack of safeguarding and insuring securities in transfer

ii.

Lack of sufficient access controls for cash wiring systems
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d. Lack of timely and appropriate documentation of transactions
i.

Lack of documentation related to derivative transactions with counter
parties, such as ISDA master agreements

e. Lack of controls relating to the rehypothecation of securities
B. Auditor Responses
In addition to the sample responses presented in AU section 316, an auditor may want to
consider the following responses:
Review exception and break reports for settlement activities
Ensure that the compliance function reviews the personal account statements of
the company’s employees
Extend testing of access controls of online fund wiring system terminals
Review revenue trend of an individual trader over a period of time
Review level of errors and FCM’s or IB’s chargebacks of commissions
Examine controls over dealing with customer complaints
Unusual or Unexpected Relationships
Examples of unusual or unexpected relationships that may indicate a material misstatement due to fraud may include the following:
Recognition of unusually high unrealized gains on financial instruments at financial statement date
High volume of transactions around financial statement date
Accounts, Classes of Transactions, and Assertions
The following are examples of accounts, classes of transactions and assertions that may
have high inherent risk, involve a high degree of management judgment and subjectivity,
and be susceptible to manipulation by management:
Valuation of inventory
Litigation reserves
Intercompany transactions
Valuation of collateral
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Bonus determinations
Use of special-purpose entities
Improper Revenue Recognition
Examples of improper revenue recognition may include the following:
Incorrect valuation of inventory
Transactions between related entities designed to improperly manage earnings
Accelerating or deferring revenue to other periods
Key Estimates
Examples of key estimates for FCMs and IBs may include the following:
Valuation of inventory
Litigation reserves
Bonus determinations
Determination of carrying amount of goodwill
Realization of deferred tax assets
Programs and Controls
Examples of programs and controls for brokers and dealers in securities may include the
following:
Code of conduct
Risk monitoring procedures for credit risk and market risk
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Recording and
Cut off

Audit
Assertions
Validity and
Completeness

Transactions are recorded properly.

Audit Objectives
Balances in cash (including segregated funds) and drafts
payable accounts are fairly stated.

•

•

•
•

•

•

Examples of Substantive Tests and Tests of Controls
Confirm balances (including accounts with zero balances) and resolve all exceptions. Perform alternative
procedures for nonreplies.
Confirm compensating balance arrangements. Perform alternative procedures for nonreplies.
Obtain and test reconciliations as deemed appropriate.
Obtain subsequent bank statements and determine
that transactions were recorded in the proper period.
Obtain a schedule of deposits made prior to year end
but not recorded until subsequent to year-end. Agree
items to year end bank reconciliation. Items should
appear as reconciling items.
For interbank transfers, ascertain that receipts and corresponding disbursements are both entered in cash
records in the same period, noting dates of deposits
and dates transfer checks were drawn.

1. AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1), provides guidance on auditing fair value measurements
and disclosures contained in financial statements. Under this guidance, the auditor’s substantive tests of fair value measurements involve (a) testing management’s significant assumptions, the valuation model, and the underlying data, (b) developing independent fair value estimates for corroborative purposes, or (c)
examining subsequent events and transactions that confirm or disconfirm the estimate. AU section 332, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1), provides guidance to auditors in planning and performing auditing procedures for assertions
about investments in securities that are made in an entity’s financial statements. A companion Audit Guide, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities, provides practical guidance for implementing AU section 332. Practitioners should refer to the auditing considerations contained
in the guidance and its companion Audit Guide for guidance on audit assertions, audit objectives, tests of controls and substantive tests related to investments
in securities, derivative instruments and hedging activities.

Audit Areas
Cash and Cash
Equivalents and
Cash Segregated
Under Federal
and Other
Regulations

EXHIBIT 5.1
AUDITING CONSIDERATIONS FOR FCMS OR IBS1
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Securities
Purchased Under
Agreements to
Resell and Sold
Under Agreements
to Repurchase

Audit Areas

Reverse repurchase (reverse repo) and Repurchase (repo)
amounts are fairly stated in the financial statements.

Money and reverse repo and repo positions do not differ
from recorded amounts.

The collateralization of reverse repos is adequate to cover
exposure.

Validity and
Completeness

Recording

Valuation

Reserves are properly established to adequately reflect
exposure.

Cash (including segregated funds) and cash equivalents
and cash segregated under federal and other regulations
is properly classified in financial statements.

Audit Objectives
Reserves are adequate to cover exposure resulting from
aged reconciling debit items.

Presentation

Audit
Assertions
Valuation

(continued)

• Test house balancing procedures; compare cash activity and collateral movements with banks and depositories to recorded activity and movements.
• Determine match book transactions are properly
recorded.
Test procedures for the following:
• Appropriateness for the market value of collateral
positions.
• Calculating interest accruals on collateral positions.
• Obtain reserve policy and determine compliance.
• Determine that reserves are sufficient relative to
exposure.

• Confirm selected open reverse repo and repo transactions by counterparty, based on cash balances and related collateral, and resolve all exceptions. Perform
alternative procedures for nonreplies.

Examples of Substantive Tests and Tests of Controls
• Test aged reconciling items.
• Understand reserve policy.
• Test and determine that reserves are sufficient relative
to exposure related to aged reconciling items.
Test and determine the appropriateness of financial
statement presentation and related disclosures:
• Drafts payable and cash accounts are only netted when
right of offset exists.
• Cash segregated for regulatory purposes is properly
disclosed.
• Securities classified as cash equivalents satisfy the requirements for such classification.
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Deposits With
Exchange Clearing
Organizations

Audit Areas

Deposits with exchange clearing organizations are fairly
stated in the financial statements.
Money and securities deposited with exchange clearing
organizations do not differ from recorded amounts.

Securities deposited with exchange clearing organizations
are presented at fair value.

Recording

Valuation

Reverse repos and repos are recorded in the proper
period.

Off-balance-sheet risks are sufficiently disclosed

Audit Objectives
Reverse repo and repo agreements are properly disclosed.

Validity and
Completeness

Cutoff

Audit
Assertions
Presentation

Confirm balances (including accounts with zero balances) and resolve all exceptions. Perform alternative
procedures for nonreplies.
Test firm reconciliations for deposits with exchange
clearing organizations and compare recorded changes or
movements with those shown on statements from banks
and exchange clearing organizations.
Test valuation of securities deposited with exchange
clearing organizations to determine that such securities
are shown at fair value.

Examples of Substantive Tests and Tests of Controls
• Determine the appropriateness of financial statement
presentation and related disclosures:
— Reverse repos and repos are appropriately
classified.
— Amounts are shown gross, if appropriate.
— Amounts are properly classified on the statement
of cash flows.
Determine the appropriateness of financial statement
presentation and related disclosures
• Test procedures and controls over the processing of reverse repo and repo transactions, which will include
cash and security movements, segregation procedures,
and balancing.
• On a test basis, sample these items, determining if the
transaction was recorded in the proper period.
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Receivables From
and Payables to,
Clearing
Organizations

Audit Areas

Presentation

Receivables from and payables to clearing organizations
do not differ from recorded amounts.

Recording

Receivables from and payables to clearing organizations
are properly classified in the financial statements.

Reconciliations of firm open position report to open position summaries from clearing organizations and futures
open trade equity to firm control settlement accounts
support reported amounts.

Receivables from and payables to clearing organizations
are fairly stated.

Balances for deposits with exchange clearing organizations reflect transactions recorded in the proper period.

Audit Objectives
Deposits with exchange clearing organizations are properly classified in the financial statements and pledged
amounts are properly disclosed.

Validity and
Completeness

Cutoff

Audit
Assertions
Presentation

• Confirm daily net variation settlements, net options
premiums receivable or payable, exchange clearing fees
payable, and other receivables from or payables to
clearing organizations, and resolve all exceptions. Perform alternative procedures for nonreplies.
Compare subsequent cash movements between firm
bank accounts and clearing organizations for variation settlements to recorded amounts and investigate
differences.
Test reconciliations, and
• agree open positions per firm to open positions per
clearing organizations.
• agree futures open trade equity per firm to firm’s control settlement accounts and trial balance.
• determine the resolution of reconciling items is
reasonable.
Test and determine that a net variation receivable from
one clearing organization is not netted against a net variation payable from clearing organization, and that net
variations receivable are presented as assets of the firm
while net variations payable are presented as firm
liabilities.
(continued)

Examples of Substantive Tests and Tests of Controls
• Test financial statement classification to determine
that deposits with exchange clearing organizations are
not being combined or netted with other exchange or
clearing organization receivables or payables, such as
variation settlements, or transaction fees payables.
• Pledged amounts to third parties are properly disclosed in the financial statements in accordance with
Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 860, Transfers
and Servicing.
Test deposit transactions recorded at or near year end for
actual occurrence prior to year end by comparing such
recorded transactions with appropriate bank or exchange
clearing organization statements or confirmations.
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Customer
Receivables and
Payables

Receivables From
and Payables to
FCMs or IBs

Audit Areas

Trades and other transactions are input timely and
accurately

Recording

Receivables from and payables to FCMs or IBs are
properly classified in the financial statements.

Presentation

Customer receivable and customer payable amounts are
fairly stated.

Reserves are properly established to adequately reflect
exposure.

Valuation

Validity and
Completeness

Receivables from and payables to FCMs or IBs are fairly
stated.

Audit Objectives
Receivables from and payables to clearing organizations
are accurately recorded in the appropriate period.

Validity and
Completeness

Audit
Assertions
Cutoff

• Confirm selected customer account balances and positions and resolve all exceptions. Perform alternative
procedures for nonreplies.
• Test reconciliations of subsidiary ledgers for customer
receivables and payables to appropriate general ledger
accounts and test reconciling adjustments.
• Determine that trade confirmations are sent to customers on a timely basis.
• Test selected accounts for “as of ” trades.
• Test selected customer accounts for proper commission and fees charges.
• Test that all customer cash transactions are properly
and timely recorded and are effected through segregated cash accounts.

Confirm, for selected counterparties, open transactions
and resolve all exceptions. Perform alternative procedures
for nonreplies.
Confirm balances in omnibus accounts for clearing and
initiating FCMs and resolve all exceptions. Perform alternative procedures for nonreplies.
• Test FCM’s or IB’s procedures for determining exposure to loss.
• Test aged items.
• Obtain reserve policy and determine compliance.
• Determine that reserves are sufficient relative to
exposure.
Determine the appropriateness of financial statement
presentation and related disclosures:
• Amounts are properly classified.
• Amounts are presented gross if appropriate.

Examples of Substantive Tests and Tests of Controls
Test that all trade adjustments are appropriately recorded
in the appropriate period.
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Cash Commodities, Derivative
Contracts,
Securities
Owned, and
Securities Sold,
Not Yet
Purchased

Audit Areas

Customer receivable and payable amounts are properly
classified in the financial statements.

Customer transactions are accurately recorded in the appropriate period.

Trade date inventory positions are accurate.

Trades are timely and accurately input.
Cash commodities and securities inventory is fairly
stated at fair value.

Cutoff

Validity and
Completeness

Recording

Valuation

Audit Objectives
Reserves are properly established to adequately reflect exposure from uncollectible receivables

Presentation

Audit
Assertions
Valuation

• Test that trade records reconcile with the general
ledger.
• Test select accounts for “as of ” trades.
• Test pricing procedures.
• Agree prices for selected securities to independent
sources with emphasis on positions with manual or
override prices. Develop alternative procedures to determine the reasonableness of prices if no independent
prices are available: examine recent/subsequent trading
activity; compare prices to similar securities based on
maturity, rating, or other criteria; or revise assumptions used in models.
• Recalculate interest and dividend accruals for selected
securities in inventory.
(continued)

• Confirm selected positions with depositories or safekeeping institutions and resolve all exceptions. Perform alternative procedures for nonreplies
• Test account balances by product type.

Examples of Substantive Tests and Tests of Controls
• Obtain reserve policy and determine compliance.
• Determine that reserves are sufficient relative to
exposure.
Determine the appropriateness of financial statement
presentation and related disclosures:
• Amounts are properly classified.
• Customer receivables and customer payables are
shown gross as appropriate.
• Allowance for doubtful accounts is disclosed.
Understand internal procedures associated with processing customer transactions.
• Confirm selected customer account balances and
positions.
• Determine whether all trade date adjustments are appropriately recorded in the proper period.
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Cash Commodities and Securities Owned
Locations:
• Vault
• Depositories
• Custodians
• Warehouses
• In-transit

Audit Areas

Positions listed as physically on hand, at depositories,
at custodians, at warehouses, or at transfer agents are
accurate.

Securities owned are accurately recorded in the appropriate period.

Cutoff

Validity and
Completeness

Accruals for securities inventory positions relating to unsettled trades are properly classified.
Cash commodities and securities positions are properly
classified in the financial statements.

Audit Objectives
Reserves are properly established to adequately reflect
exposure.

Presentation

Audit
Assertions

• Test the cash commodities and securities on hand, on
deposit, at warehouses, and in transit through observation or confirmation.
• Confirm selected transfer positions with transfer
agents for securities with pending transfer of title, exchange, or redemption.
• Test to ensure that the differences discovered as a result of counts or verification are recorded and resolved
on a timely basis.

• Determine the appropriateness of financial statement
presentation and related disclosures;
• Positions are properly classified as
— securities segregated in compliance with regulatory
requirements.
— cash commodities owned.
— derivative contracts.
— securities owned.
— securities not readily marketable.
— securities sold, not yet purchased.
— joint inventory owned by other FCMs.
Test “as of ” trades subsequent to year end to ensure that
they are reflected in the proper period.

Examples of Substantive Tests and Tests of Controls
• Understand risk management procedures for monitoring overall exposure, including the use of hedges to reduce exposure to market risk.
• Determine whether reserves are sufficient relative to
exposure.
• Test the trade and settlement date adjustment.

263

Suspense and
Processing
Accounts

Demand Notes
Receivable and
Bank Loans

Audit Areas

Reserves are established to adequately reflect exposure
(money and position) based on the nature and aging of
individual suspense items.
Suspense and processing accounts are properly classified
in the financial statements.

Valuation

Presentation

Balances are recorded in the proper period.

Cutoff
Suspense and processing amounts are fairly stated.

Balances are properly classified in financial statements.

Presentation

Validity and
Completeness

All demand notes receivable and bank loans have been
identified and fairly stated.

Audit Objectives
Movements of cash commodities and securities are properly recorded.

Validity and
Completeness

Audit
Assertions
Recording

(continued)

• Test suspense account positions, money balances, and
exposure amounts.
• Understand controls for processing the following:
— Cash receipts and disbursements and commodity
movements from cash with customer accounts and
other general ledger accounts
— Intercompany transactions
— Unidentified and miscellaneous transactions
• Monitor the periodic reduction of suspense-related exposure items.
• Determine that reserves are sufficient relative to
exposure.
Determine the appropriateness of financial statement
presentation and related disclosures
• Test the classification of suspense and processing account balances.
• Intercompany transactions are properly eliminated for
financial statement purposes.

• Confirm balances (including accounts with zero balances and collateral pledged) and resolve all exceptions. Perform alternative procedures on nonreplies.
• Confirm letter of credit agreements and resolve all exceptions. Perform alternative procedures on nonreplies.
Determine the appropriateness of financial statement
presentation and related disclosures.
• Demand notes receivable and bank loan balances are
properly classified.
• Letters of credit and assets pledged are properly
disclosed.
Obtain and test interbank transfers and subsequent
payments.

Examples of Substantive Tests and Tests of Controls
Test procedures for recording cash commodities and
securities movements.
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Commission
Revenue and
Expense

Audit Areas
Interest
Receivables
and Payables

Interest receivables are properly aged, and reserves that
adequately reflect exposure are established.

Interest receivables and payables are recorded in the
proper period.

Valuation

Cutoff

Commission revenue and expense is fairly stated.

Interest receivables and payables are properly recorded.

Recording

Validity and
Completeness

Audit Objectives
Interest receivables and payables are fairly stated.

Audit
Assertions
Validity and
Completeness

• Test commission revenue and expense based on independent variables, such as the following:
— Commission rates (full and discounted)
— Number of transactions and the average contracts
per trade
— The retail/institutional mix
— Industry trends

Examples of Substantive Tests and Tests of Controls
• Test interest receivable/payable amounts.
• Understand the compliance with controls over recording, collecting, and disbursing interest to firm and
customer accounts.
• Test the resolutions of selected interest receivable and
payable amounts by monitoring subsequent collections and payments.
• Test procedures for complying with state escheat laws.
Test selected items for propriety to ensure that only authorized interest transactions are processed.
• Test aged items.
• Test procedures for aging interest items and determining collectability.
• Determine that reserves are sufficient relative to
exposure.
• Test procedures for recording interest receivables and
payables.
• Test that the amounts recorded for interest are
recorded in the proper period by recalculating interest
on test basis and agreeing those amounts to the general ledger.
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Interest
Revenue and
Expense

Audit Areas

Interest revenue/expense is fairly stated.

Interest revenue and expense are recorded in the proper
period.

Cutoff

Commission revenue and expense is recorded in the
proper period.

Audit Objectives

Validity and
Completeness

Cutoff

Audit
Assertions

(continued)

Test interest revenue and expense based upon the
following:
• Weighted average balances on firm positions, investments of customer funds, deposits with exchange
clearing organizations, deposits with correspondent
FCMs, and reverse repo/repo accounts
• Weighted average balances outstanding in commercial
paper, bank loans, affiliated loans, short-term debt,
and long-term debt
• Average interest rates
• For interest revenue, beginning with source documentation, recalculated interest revenue on a sample basis
and agree the amounts to the general ledger. Make selections days prior to and days after the reporting date.
• For interest expense, beginning with the general ledger
balances, agree the amounts to source documentation
and recalculations. Make selections days prior to and
days after the reporting date.

Examples of Substantive Tests and Tests of Controls
• Perform detail test of commission amounts for selected trades (test of transactions):
— Agree to commission per trade ticket and trading
account statement to approved commission rate
schedule.
— Agree to commission from ticket and trading account statement to daily commission income/
expense summary.
— Agree total per summary to appropriate general
ledger account.
• Beginning with source documentation, recalculate the
commission revenue on a sample basis and agree the
amounts to those recorded in the general ledger. Make
selections days prior to and days after the reporting
date.
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Audit Areas
Trading Gains
and Losses, Net

Cutoff

Audit
Assertions
Validity and
Completeness

Trading gains and losses, net is recorded in the proper
period.

Audit Objectives
Trading gains and losses, net is fairly stated.

Examples of Substantive Tests and Tests of Controls
• Perform a detail test of realized gains/losses recognized
on selected proprietary trades, as follows.
— Agree selected trades to firm’s daily trade listing
and to exchange trade registers or correspondent
FCM statements.
— Determine the trade price of the opening position
and the trade price of the offsetting or closing
trade to recalculate the gain/loss on the selected
trades.
— Agree the realized gain/loss to the firm’s trade account equity run and daily P&S summary.
• Perform detail test of unrealized gains and losses on selected proprietary open positions.
— Agree selected open positions to firm’s daily trade
listings and to exchange trade registers or correspondent FCM statements.
— Determine the trade price and the contract settlement price for selected open positions to exchange
trade registers or correspondent FCM statements,
and recalculate the unrealized gain/loss on the
position.
— Agree the unrealized gain/loss to the firm’s trade
account equity run and daily open position
summary.
Perform a detail test of realized trading gains and losses
by determining from exchange trade registers or correspondent FCM account statements that selected trades
which closed-out (P&S’d) open positions were executed
during the audit period.
• Perform tests of unrealized trading gains and losses by
determining from the trade dates shown on exchange
trade registers or correspondent FCM account statements that selected proprietary open positions were established on or before the audit date.
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Compensation expense is fairly stated.

Compensation expense is properly disclosed in the financial statements.

Compensation expenses incurred are recorded in the
proper period.

Validity and
Completeness

Presentation

Cutoff

Compensation
Expense

Audit Objectives

Audit
Assertions

Audit Areas

(continued)

Test subsequent payroll checks to employees on a sample
basis to ensure that the compensation expense related to
the payment was recorded in the proper period.

• Test compensation amounts for salaries and commission employees based on the following:
— Number of employees
— Average salary increases
— Total commission revenue versus commission
payouts
— Additional incentive compensation plans
• Recalculate the compensation paid to selected employees based on independent records maintained by the
personnel department.
• Test incentive compensation schedule and reconcile
payroll amounts to the general ledger and financial
statements.
Determine the appropriateness of financial statement
presentation and related disclosures.
• Pension-related amounts are properly disclosed.
• Applicable amounts are confirmed with an actuary.

Examples of Substantive Tests and Tests of Controls
• Perform tests of exchange trade registers and correspondent FCM trade confirmations and P&S statements for subsequent days to determine whether the
trades executed during the audit period and clearing
subsequent to the audit date are properly recorded in
the firm’s books and records.
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Regulatory

Audit Areas
Other Expenses
• Brokerage,
Execution,
Clearing and
Exchange
• Information
Technology
and Communications
• Occupancy and
Equipment
Rental
• Advertising
• Other

Reg. 1.17

Cutoff

Audit
Assertions
Validity and
Completeness

Adjusted net capital is properly computed and minimum
capital requirements are met in accordance with CFTC
Regulation 1.17.

All other expenses incurred are recorded in the proper
period.

Audit Objectives
Other expenses are fairly stated.

• Test procedures for compliance with the net capital requirements of CFTC Regulation 1.17.
• Perform analytical procedures on the components of
the net capital computation, including the following:
— Total current assets
— Total liabilities, including subordinated debt
— Net capital
— Securities and inventory haircuts, under margined
accounts charges, and other capital charges
deducted
— Amounts required to be segregated or set aside in
separate accounts for customers
— Minimum net capital required
— Excess net capital

Test subsequent payments to ensure that expenses paid
are recorded in the proper period.

Examples of Substantive Tests and Tests of Controls
• Perform analytical procedures on expense amounts
based on relevant variables and relationships.
• Perform test of transactions on selected expense items;
agree supporting documentation to recorded amounts.
• Recalculate depreciation and amortization amounts.
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Audit Areas

Audit
Assertions

Net capital is properly reduced for haircuts on firmowned securities and securities representing investments
of customers’ funds, advances on cash commodities, cash
commodities inventories, and open commodity positions
in proprietary accounts, and other transactions and
positions.

Audit Objectives

(continued)

Examples of Substantive Tests and Tests of Controls
• Test total current assets as reported on the net capital
computation by testing the firm’s classification of certain assets as current, including the following:
— Receivables from traders on U.S. commodity exchanges and traders on foreign boards of trade
— Advances and loans receivable
— Receivables from subsidiaries and affiliates
• Test documentation from the entity’s designated selfregulatory organization that allows the entity to exclude certain subordinated liabilities from total
liabilities for net capital computation purposes.
• Confirm and read subordination agreements.
• Test intercompany account balances and transactions
for proper presentation and classification on the financial statements.
Test selected haircuts deducted in the net capital computation, as follows:
• Determine that classifications of securities subject to
haircuts are proper based on type of securities and maturities for fixed-income products.
• Recalculate haircuts using percentages found in
CFTC Regulation 1.17c-5 and SEC rule 15c3-1, as
applicable.
• Determine that classifications and netting of exposures
for the haircuts of inventory, forward contracts and
fixed price commitments are appropriate with respect
to inventory haircuts, and that transactions treated by
the entity as covered for the purpose of reducing haircuts appropriately meet the standards for cover contained in 1.17j.
• Determine that the classifications of covered open
proprietary futures positions appropriately meet the
requirements for cover and that the haircuts on open
proprietary futures contracts are being applied correctly in the daily capital computations of the entity.
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Audit Areas

Audit
Assertions
Sec. 4d-2 of the
Act, and Reg.
1.20
Audit Objectives
Funds of customers trading contracts on U.S. commodity futures and options exchanges are separately accounted for and properly segregated in accordance with
Section 4d-2 of the Act and CFTC Regulation 1.20.

•

•

•

•

•

•

•

Examples of Substantive Tests and Tests of Controls
Test the statement of segregation requirements and
funds in segregation for customers trading on U.S.
commodity exchanges (segregation statement) as of
the audit date to determine the amount required to be
segregated, total amount in segregation, and the segregated funds excess or deficiency.
Test selected segregation statements prepared for dates
during the audit period to determine whether the
FCM had excess or deficient funds in segregation on
those dates.
Perform analytical procedures on the segregation statement prepared as of the audit date as part of the financial report.
Test selected customer segregated funds accounts at
exchange clearing organizations, carrying brokers,
banks, and other depositories to determine that such
accounts are properly titled and covered by proper depository acknowledgment letters pursuant to CFTC
Regulation 1.20.
Determine whether investments of Section 4d-2 customer segregated funds satisfy the requirements for
such investments set out in CFTC’s Regulation 1.25.
Perform substantive tests to verify that sufficient segregated funds are being held in the required currencies
to meet the obligations to customers pursuant to the
requirements of CFTC Regulation 1.49.
Test selected customer segregated futures and options
trades, and cash and property transactions to ensure
that such trades and transactions are separately accounted for and segregated pursuant to CFTC Regulation 1.20.
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Audit Areas

Audit
Assertions
Reg. 30.7
Audit Objectives
Sufficient funds are held in separate, set-aside Part 30 accounts to satisfy the FCM’s current obligations to its
U.S.-based customers trading contracts on foreign commodity exchanges or boards of trade.

•

•

•

•

•

•

(continued)

Examples of Substantive Tests and Tests of Controls
Test the statement of secured amounts and funds held
in separate accounts for foreign futures and foreign
options customers pursuant to CFTC Regulation 30.7
(secured amount statement) as of the audit date to determine the amount required to be set-aside in separate 30.7 accounts, total amount in such set aside
accounts, and the set-aside funds excess or deficiency.
Test selected secured amount statements for dates during the audit period to determine whether the FCM
had a set-aside funds excess or deficiency on those
dates.
Perform analytical procedures on the secured amount
statement prepared as of the audit date as part of the
financial report.
Test selected Part 30 set-aside funds accounts at exchange clearing organizations, carrying brokers, banks,
and other depositories to determine whether such accounts are properly titled and covered by proper depository acknowledgment letters pursuant to CFTC
Regulation 30.7c.
Determine that investments of Part 30.7 set-aside
funds in securities purchased under agreements to resell satisfy the requirements for such investments set
out in CFTC regulations.
Test selected transactions involving Part 30 set-aside
funds to determine that set-aside funds are not being
commingled with the funds of the FCM, any proprietary trading accounts carried by the FCM, or customer-segregated funds.
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Off-Balance Sheet
Items

Audit Areas

Instruments are properly valued.

Notional and contractual amounts related to off-balance
sheet transactions are properly disclosed in the footnotes
to the financial statements.

Presentation

Audit Objectives
All items with off-balance sheet risk are valid and properly identified and monitored. Products classified as offbalance sheet items are entitled to such treatment.

Valuation

Completeness
and Validity

Audit
Assertions
• Test compliance with relevant controls, including the
following:
— Documentation that is maintained for each
contract
— Authorization structure for approving off-balance
sheet transactions
— Review procedures in place for periodically monitoring open commitments to determine if all commitments are valid and are properly authorized
and valued
• Confirmed terms of each transaction on a sample
basis, based on exposure relative to each of the open
commitments.
• Test selected signed contracts.
• Test pricing procedures.
• Agree prices for selected items to independent sources.
Develop alternative procedures to determine the reasonableness of prices if no independent prices are
available.
• Monitor the periodic adjustment of exposures.
• Determine that reserves are sufficient relative to
exposure.
Consider the appropriate disclosures in relation to FASB
ASC 275, Risks and Uncertainties, and other accounting
or reporting requirements as applicable.

Examples of Substantive Tests and Tests of Controls

EXHIBIT 5.2
PUBLICATIONS AND RESOURCES AVAILABLE TO AUDITORS
Commodity Exchange Act, as amended, and regulations thereunder
CFTC’s Form 1-FR Instructions (applicable to both FCMs and IBs)
www.cftc.gov/stellent/groups/public/@iointermediaries/documents/file/
1fr-fcminstructions.pdf
The Joint Audit Committee’s Margins Handbook
www.nfa.futures.org/compliance/Margins.asp
Foreign Futures and Option Guide
www.wjammer.com/jac/
The Chicago Board of Trade Handbook of Futures and Options
CBT’s publications catalog (an extensive listing of informative brochures and pamphlets available from the CBT)
(link to CBOT’s Web site for information about the book and publications catalog is www.cbot.com/cbot/pub/page1/1,3248,1060,00.html; however, the
CBOT Web site will be decommissioned on January 9, 2009 and will be integrated with CME’s Web site that will be directed to cmegroup.com)
National Futures Association Manual
www.nfa.futures.org/nfaManual/indexManual.asp
NFA’s Regulatory Requirements for FCMs, IBs, CPOs and CTAs
www.nfa.futures.org/compliance/grr99.asp
Forex Transactions: A Regulatory Guide
www.nfa.futures.org/compliance/forexRegGuide.asp
Self Examination Checklist for FCMs,IBs,CPOs and CTAs
www.nfa.futures.org/compliance/selfexam.asp
WinJammer Electronic Filing System
www.nfa.futures.org/compliance/winjammer.asp
Easyfile for 1-FRIB filers
www.nfa.futures.org/compliance/easyFile_1FRIB.asp
Easyfile for Pool filers
www.nfa.futures.org/compliance/easyFile_PFS.asp
Opportunity and Risk: An Educational Guide to Trade Futures and Options on
Futures
www.nfa.futures.org/investor/OppRisk.asp
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Security Futures: An Introduction to Their Uses and Risks
www.nfa.futures.org/investor/security_futures.asp
Background Affiliation Status Information (BASIC): An Information Resource for
the Investing Public
www.nfa.futures.org/investor/basic.asp
Trading in the retail Off-Exchange Foreign Currency Market—What Investors
Need to Know
www.nfa.futures.org/investor/forex.asp
NFA’s Web Based Training—Preparing for an NFA Audit
www.iian.ibeam.com/events/nfas001/24983/
NFA’s pamphlet entitled Buying Options on Futures Contracts
NYSE Interpretations and Information Memos
FINRA Interpretations of SEC Rules: Financial Responsibility, Customer Protection and Books and Records
FINRA Manual
FINRA Interpretive Letters
FINRA Regulatory Notices
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Chapter 6

Internal Control1
Auditor’s Understanding of Internal Control in a Financial
Statement Audit
6.01 As noted in chapter 5, “Auditing Considerations,” the second standard of field
work states that the auditor must obtain a sufficient understanding of the entity and its environment, including its internal control, to assess the risk of material misstatement of the
financial statements whether due to error or fraud, and to design the nature, timing, and
extent of further audit procedures. Commodity Futures Trading Commission (CFTC)
Regulation 1.16, Qualifications and reports of accountants, requires auditors of the financial
statements of futures commission merchants (FCMs) and introducing brokers (IBs) to report on internal control and on the entity’s compliance with specific rules related to financial responsibility and recordkeeping. Auditors of nonissuers are required under AU
section 325, Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards, vol. 1), to evaluate control deficiencies identified during
the audit and to communicate significant deficiencies and material weaknesses to the entity’s management and those charged with governance. (See the discussion of AU section
325 beginning at paragraph 5.134.) Auditors of FCM/IB issuers, of subsidiaries of issuers,
and of public commodity pools are also required to audit and report on management’s assessment of the company’s internal control over financial reporting in conjunction with
their audit of the company’s financial statements (an integrated audit). The auditors of
such entities should refer to Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules,
Rules of the Board, “Standards”), and decide how to deploy the requirements of this standard to the FCM/IB as part of the overall needs of the Securities and Exchange Commission (SEC) registrant.
6.02 This section of the chapter discusses the auditor’s understanding of internal control
in auditing an FCM’s or IB’s financial statements. The “FCM/IB’s Control and Monitoring Activities” section of the chapter provides an overview of the types of controls and
1. If a futures commission merchant/introducing broker (FCM/IB) is either a Securities and Exchange
Commission (SEC) registrant or deemed to be a material subsidiary of an SEC registrant, provisions of
Public Company Accounting Oversight Board (PCAOB) standards would be applicable to audits of that
FCM’s/IB’s material accounts, operations, results, and disclosures.
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monitoring activities that are unique to FCMs and IBs. The term audit generally refers to
the audit of financial statements unless it is indicated that the discussion pertains to an integrated audit that includes an audit of internal control.
6.03 Among other factors, the size and complexity of an entity may affect an entity’s internal control. Specifically, small and midsized entities may use less formal means to ensure
that internal control objectives are achieved. For example, FCMs/IBs with active management involvement in the financial reporting process may not have extensive descriptions
of accounting procedures, sophisticated information systems, written policies, or segregation of duties. Smaller entities may not have a written code of conduct, but, instead, may
have developed a culture that emphasizes the importance of integrity and ethical behavior
through oral communication and by management example. Smaller entities may not have
an independent or outside member on their board of directors or equivalent oversight
body.
6.04 AU section 314, Understanding the Entity and Its Environment and Assessing the
Risks of Material Misstatement (AICPA, Professional Standards, vol. 1), requires the auditor
to obtain an understanding of the five components of internal control sufficient to assess
the risks of material misstatement of the financial statements whether due to error or
fraud, and to design the nature, timing, and extent of further audit procedures. The auditor should obtain a sufficient understanding by performing risk assessment procedures to
evaluate the design of controls relevant to an audit of financial statements.
determine whether they have been implemented.
6.05

The auditor should use such knowledge to
identify types of potential misstatements.
consider factors that affect the risks of material misstatement.
design tests of controls, when applicable, and substantive procedures.

6.06 Obtaining an understanding of controls should be distinguished from testing the
operating effectiveness of controls. The objective of obtaining an understanding of controls is to evaluate the design of controls and determine whether they have been implemented for the purpose of assessing the risks of material misstatement. In contrast, the
objective of testing the operating effectiveness of controls is to determine whether the controls, as designed, prevent or detect a material misstatement.
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6.07 Paragraph .41 of AU section 314 defines internal control as “a process—effected by
those charged with governance, management, and other personnel—designed to provide
reasonable assurance” regarding the achievement of objectives in the following categories:
The reliability of the entity’s financial reporting
The effectiveness and efficiency of the entity’s operations
The entity’s compliance with applicable laws and regulations
6.08

The following are the five interrelated internal control components:

a. Control environment sets the tone of an organization, influencing the control consciousness of its people. It is the foundation for all other components of internal
control, providing discipline and structure.
b. Risk assessment is the entity’s identification and analysis of the risks relevant to the
achievement of its objectives, forming a basis for determining how the risks should
be managed.
c. Control activities are the policies and procedures that help ensure that management
directives are carried out.
d. Information and communication systems support the identification, capture, and
exchange of information in a form and time that enable people to carry out their
responsibilities.
e. Monitoring is a process that assesses the quality of internal control performance
over time.
6.09 There is a direct relationship between an entity’s objectives and the components of
internal control that an entity implements to provide assurance about the achievement of
these objectives. Although the entity’s objectives and, therefore, controls, relate to financial
reporting, operations, and compliance, not all of these objectives and controls are relevant
to an audit of financial statements.
6.10 For additional information about obtaining an understanding of the entity and its
environment, including its internal control, see AU section 314. Chapter 5 of this practice
aid provides guidance on designing and performing further audit procedures.
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The Control Environment
6.11 The control environment sets the tone of an organization, influencing the control
consciousness of its people. It is the foundation for all other components of internal
control, providing discipline and structure. Control environment factors include the
following:
Communication and enforcement of integrity and ethical values
Commitment to competence
Participation of those charged with governance
Management’s philosophy and operating style
Organizational structure
Assignment of authority and responsibility
Human resource policies and practices
6.12 The control environment comprises the conditions under which the FCM/IB’s information and communication systems, the risk assessment process, monitoring process,
and control activities are designed and implemented and function.
6.13 The control environment represents the collective effect of various factors on the
overall effectiveness of the FCM/IB’s internal control. These factors include the following:
Management’s personal characteristics, philosophy, operating style, and commitment to accurate financial reporting have a significant influence on the control environment, particularly if it is dominated by one or a few individuals. A positive
tone at the top is an important prerequisite for accurate and complete financial reporting. In an FCM or IB, risk monitoring, compliance, and control over legal
matters are important indicators of the overall philosophy accepted by senior management. Management’s approach to taking and monitoring business risks, and its
commitment to accurate financial reporting, are other indications of the tone at the
top. Management’s commitment to accurate financial reporting may influence the
activities of employees throughout the organization. Likewise, the kinds of activities that an FCM or IB engages in, and the amount of risk it is willing to take, affects its operating style. For example, the following business activities may affect
management’s operating style:
— Retail brokerage
— Discount brokerage
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— Managed accounts, including pools
— Institutional and commercial brokerage
— Exchange member trading (locals)
— Proprietary trading
— Execution service
— Affiliate business
— Other over-the-counter (OTC) and nonregulated products
The regulatory environment serves to motivate management to establish and maintain effective internal control in an FCM/IB. For example, FCMs/IBs are periodically examined by the CFTC and other regulators that have various enforcement
powers.
Management’s commitment to designing and maintaining reliable accounting and
recordkeeping systems has a significant influence on the control environment. A
low level of management concern about acceptable business practices, as well as deficiencies in controls, may lead an FCM/IB’s employees either to adopt a similarly
low level of concern or to attempt to take advantage of deficient controls. The reliability of information systems and the effectiveness of control policies and procedures may be impaired as a result. Personnel policies may enhance or inhibit the
competence and continuity of the FCM/IB’s employees. An inadequate or incompetent staff that is unable to process transactions and perform control procedures
may lead to a reduction in the reliability of information systems and the effectiveness of controls. To understand the degree of management’s commitment to the
design and maintenance of effective internal control, and reliable accounting and
customer collateral management, the auditor should review the guidance contained in AU section 314 and may consider, as appropriate, the following FCM/IB
policies:
— Organizational structure
— New accounts
— Logical and physical security over technology systems
— Front office supervision/customer service monitoring
— Sales practices
— Trading for discretionary accounts
— Policies for guaranteed IBs
— Hiring practices
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— Risk monitoring
— Management’s ability to prevent, detect, and evaluate deficiencies in internal
control
— Management’s response and corrective action taken with respect to material
inadequacies in internal control
Management’s ability to control the business also influences the control environment. Management and those charged with governance should take an active role
in overseeing an FCM/IB’s accounting and financial reporting practices, and also
those practices regarding the prevention of illegal acts and compliance with laws
and regulations. To understand the ability of an FCM/IB’s management to control
the business, an auditor should consider the following:
— The FCM/IB’s organizational structure
— The methods used by the FCM or IB in assigning authority and responsibility
— The ability of the FCM/IB’s management to supervise and monitor operations
effectively
— The methods used by senior management to monitor and control the effectiveness of the internal control of the FCM or IB

Understanding the Control Environment
6.14 When obtaining an understanding of the control environment, the auditor considers the collective effect of strengths and weaknesses, in various control environment elements, on the control environment. Management’s strengths and weaknesses may have a
pervasive effect on internal control. For example, an active and independent board of directors may have a positive effect on the philosophy and operating style of senior management. Alternatively, if management has not committed sufficient resources to address
security risks presented by IT, this may adversely affect internal control by allowing improper changes to be made to computer programs or to data, or by allowing unauthorized
transactions to be processed. Similarly, Human Resources policies and practices directed
toward hiring competent financial, accounting, and IT personnel may not mitigate a
strong bias by top management to misstate earnings.
6.15 The auditor should obtain sufficient knowledge of the control environment to
understand the attitudes, awareness, and actions of management and those charged with
governance concerning the FCM/IB’s control environment and its importance in achieving reliable financial reporting. In understanding the control environment, the auditor
should concentrate on the substance of entity-level controls rather than their form because
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controls may be established but not acted upon. For example, management may establish
a formal code of conduct but may condone violations of that code.
6.16 In obtaining an understanding of the control environment, the auditor gains
knowledge about the overall attitude, awareness, and actions of management and those
charged with governance concerning the importance of internal control and its emphasis
within the FCM or IB. The auditor should also consider the attitudes, awareness, and actions of management and those charged with governance related to regulatory matters that
might affect the FCM/IB’s financial statements and supplementary schedules.

Risk Assessment for Financial Reporting Purposes
6.17 An FCM/IB’s risk assessment for financial reporting purposes is its identification,
analysis, and management of the risks relevant to the preparation of financial statements
that are fairly presented in conformity with generally accepted accounting principles
(GAAP). For example, risk assessment may address how the FCM or IB considers the possibility of unrecorded transactions or identifies and analyzes significant estimates recorded
in the financial statements. Risks relevant to reliable financial reporting also relate to specific events or transactions. Risks relevant to financial reporting include external and internal events and circumstances that may occur and adversely affect an FCM/IB’s ability to
initiate, authorize, record, process, and report financial data consistent with the assertions
of management in the financial statements. Once risks are identified, management considers their significance and how these risks should be managed. Management may initiate
plans, programs, or actions to address specific risks, or it may decide to accept a risk because of cost or other considerations. Risks can arise or change due to circumstances such
as the following:
Changes in operating environment. Changes in the regulatory or operating environment can result in changes in competitive pressures and in significantly different
risks.
New personnel. New personnel may have a different focus on, or understanding of,
internal control.
New or revamped information systems. Significant and rapid changes in information
systems can change the risk relating to internal control.
Rapid growth. Significant and rapid expansion of operations can strain controls and
increase the risk of a breakdown in controls.
New technology. Incorporating new techniques into operating processes or information systems may change the risk associated with internal control.
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New business lines, products, or activities. Entering into business areas or transactions
with which an FCM/IB has little experience may introduce new risks associated
with internal control.
Corporate restructurings. Restructurings may be accompanied by staff reductions
and changes in supervision and the segregation of duties that may change the risk
associated with internal control.
Foreign operations. The expansion or acquisition of foreign operations, such as additional or changed risks from foreign currency transactions, carries new and often
unique risks that may influence internal control.
Accounting guidance. Adoption of new accounting guidance, or revisions to that
guidance, may affect risks in preparing financial statements.

Understanding Risk Assessment
6.18 The auditor should obtain sufficient knowledge of the FCM/IB’s risk assessment
process in order to understand how management considers risks relevant to financial reporting objectives and decides how to address those risks. In evaluating the design and implementation of the FCM/IB’s risk assessment process, the auditor should consider how
management identifies risks relevant to financial reporting, estimates the significance of
risks, and decides upon actions to manage them. The use of IT, which could provide
timely information to facilitate the identification and management of risks, may be an important part of an FCM/IB’s risk assessment process.
6.19 An FCM/IB’s risk assessment differs from the auditor’s consideration of audit risk
in a financial statement audit. The purpose of an FCM/IB’s risk assessment is to identify,
analyze, and manage risks that affect the FCM/IB’s controls over the relevant assertions
implicit in the financial statements. In a financial statement audit, the auditor assesses
risks to evaluate the likelihood that material misstatements could occur in the financial
statements.

Control Activities
6.20 Control activities are the policies and procedures that help ensure that management directives are carried out. They help ensure that necessary actions are taken to address risks to the achievement of the entity’s objectives. Control activities, whether
automated or manual, have various objectives and are applied at various organizational
and functional levels. Each control activity is designed to accomplish a specific control
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objective. Generally, control activities that may be relevant to an audit may be categorized
as policies and procedures that pertain to the following:
Performance reviews (that is, ensuring that controls are performing as expected)
Information processing
Physical controls (asset accountability and safeguarding)
Segregation of duties
6.21 Many activities of FCMs/IBs are unique and, consequently, many control activities
are also unique. Control activities related to the following areas may be relevant to an
audit:
Validity. Control activities are designed to reasonably ensure that recorded transactions include only those transactions that have occurred.
Completeness. Control activities are designed to reasonably ensure that valid transactions are not omitted from the accounting records.
Authorization. Control activities are intended to reasonably ensure that transactions
are approved before they are executed and recorded.
Valuation (accuracy). Control activities are designed to reasonably ensure that dollar
amounts and values are correctly determined.
Classification. Control activities are intended to reasonably ensure that transactions
are recorded in the proper accounts, charged or credited to the appropriate customers, and so forth.
Presentation and disclosure. Control activities are designed to reasonably ensure that
the accounting process for a transaction is performed completely and is in conformity with GAAP.
Timing (cutoff ). Control activities are designed to reasonably ensure a transaction is
accounted for in the proper time period.
Regulatory. Control activities are designed to reasonably ensure a transaction complies with the laws and regulations of the CFTC and other regulatory bodies.
Safeguarding of assets. Control activities are designed to reasonably protect against
unauthorized acquisition, use, or disposal of assets, including customer-related
assets.
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Understanding Control Activities
6.22 The auditor should obtain an understanding of those control activities relevant to
planning the audit. As the auditor obtains an understanding of the other components, he
or she is also likely to obtain knowledge about some control activities. For example, in obtaining an understanding of the documents, records, and steps in processing cash in the financial reporting information system, the auditor is likely to become aware of whether
bank accounts are reconciled. The auditor should consider the knowledge about the presence or absence of control activities obtained from the understanding of the other components in determining whether it is necessary to devote additional attention to obtaining an
understanding of control activities to plan the audit. An audit does not require an understanding of all the control activities related to each account balance, class of transactions,
and disclosure component in the financial statements, or to every relevant assertion. Ordinarily, control activities that may be relevant to an audit include those relating to authorization, segregation of duties, safeguarding of assets, and asset accountability, including,
for example, reconciliations of the general ledger to the detailed records. The auditor
should obtain an understanding of the process of reconciling detail to the general ledger
for significant assertions for significant accounts. Also, control activities are relevant to the
audit if the auditor is required to evaluate them as discussed in paragraphs .115–.117 of
AU section 314.
6.23 In obtaining an understanding of control activities, the auditor’s primary consideration is whether, and how, a specific control activity, individually or in combination with
others, prevents, or detects and corrects, material misstatements in classes of transactions,
account balances, or disclosures. Control activities relevant to the audit are those for which
the auditor considers it necessary to obtain an understanding in order to assess risks of material misstatement at the assertion level and to design and perform further audit procedures responsive to the assessed risks. The auditor’s emphasis is on identifying and
obtaining an understanding of control activities that address the areas in which the auditor
considers it is more likely that material misstatements could occur. When multiple control
activities achieve the same objective, it is unnecessary to obtain an understanding of each
of the control activities related to such objective.
6.24 The auditor should obtain an understanding of how IT, including IT application
controls and general controls, affects control activities that are relevant to planning the
audit. Application controls apply to the processing of individual applications. Accordingly,
application controls relate to the use of IT to initiate, authorize, record, process, and report transactions or other financial data. These controls help ensure that transactions occurred, are authorized, and are completely and accurately processed and recorded.
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6.25 IT general controls are policies and procedures that relate to many applications and
support the effective functioning of application controls by helping to ensure the continued proper operation of information systems. IT general controls commonly include
controls over data center and network operations; systems software acquisition and
maintenance; access security; and application system acquisition, development, and
maintenance.
6.26 Application controls may be performed by IT or by individuals. When application
controls are performed by people interacting with IT, they may be referred to as user controls. The effectiveness of user controls, such as reviews of computer-produced exception
reports or other information produced by IT, may depend on the accuracy of the information produced and, thus, on IT dependent control.
6.27 The use of IT affects the way that control activities are implemented. For example,
when IT is used in an information system, segregation of duties often is achieved by implementing security controls.
6.28 For purposes of evaluating the effectiveness of internal control over financial reporting in accordance with PCAOB standards, the auditor’s understanding of control activities encompasses the requirements of PCAOB Auditing Standard No. 5, thereby
requiring an understanding of a broader range of accounts and disclosures than what is
normally required to be obtained in a financial statement audit alone.

Information and Communication Systems
6.29 An information system consists of infrastructure (physical and hardware components), software, people, procedures (manual and automated), and data. Many information systems make extensive use of IT. The information system relevant to financial
reporting objectives, which includes the accounting system, consists of the procedures—
whether automated or manual—and records established to initiate, record, process, and
report the FCM/IB’s transactions (as well as events and conditions), and to maintain accountability for the related assets, liabilities, and equity. Transactions may be initiated
manually or automatically by programmed procedures. Authorization includes the process
of approving transactions by the appropriate level of management. Recording includes
identifying and capturing the relevant information for transactions or events. Processing
includes functions such as edit and validation, calculation, measurement, valuation, summarization, and reconciliation, whether performed by automated or manual procedures.
Reporting relates to the preparation of financial reports as well as other information, in
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electronic or printed format, that the FCM/IB uses in measuring and reviewing the
FCM/IB’s financial performance and in other functions. The quality of system-generated
information affects management’s ability to make appropriate decisions in managing and
controlling the FCM/IB’s activities and to prepare reliable financial reports. Accordingly,
an information system encompasses methods and records to
identify and record all valid transactions.
describe, in a timely manner, the transactions in sufficient detail to permit the
proper classification of transactions for financial reporting.
measure the value of transactions in a way that permits recording their proper monetary value in the financial statements.
determine the period during which transactions occurred to permit recording of
transactions in the proper accounting period.
properly present the transactions and related disclosures in the financial statements.
6.30 Communication involves providing an understanding of individual roles and responsibilities concerning internal control over financial reporting. Communication also
involves the extent to which personnel understand how their activities in the financial reporting information system relate to the work of others, and the means of reporting
exceptions to an appropriate higher level within the FCM or IB. Open communication
channels help make sure that exceptions are supported and acted on. Communicaions can take the form of policy manuals, accounting and financial reporting manuals,
and memoranda. Communication also can be made orally and through the actions of
management.

Understanding the FCM/IB’s Information and Communication Systems
6.31 The auditor should obtain sufficient knowledge of the FCM/IB’s information system, including the related business processes relevant to financial reporting, to understand
the following:
The classes of transactions in the FCM/IB’s operations that are significant to the financial statements
The procedures within automated and manual systems by which transactions are
initiated, authorized, recorded, processed, and reported in the financial statements
The related accounting records—whether electronic or manual—supporting information, and specific accounts in the financial statements involved in initiating,
recording, processing, and reporting transactions
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How the information system captures other events and conditions that are significant to the financial statements
The financial reporting process used to prepare the FCM/IB’s financial statements,
including significant accounting estimates and disclosures
6.32 In obtaining an understanding of the financial reporting process (including the
closing process), the auditor should obtain an understanding of the automated and manual procedures an FCM/IB uses to prepare financial statements and related disclosures,
and how misstatements may occur. Such procedures include the following:
The procedures used to enter transaction totals into the general ledger
The procedures used to initiate, authorize, record, and process journal entries in
the general ledger
Other procedures used to record recurring and nonrecurring adjustments to the
financial statements
The procedures to combine and consolidate general ledger data
The procedures to prepare financial statements and disclosures
6.33 The auditor also should obtain sufficient knowledge of the means the FCM or IB
uses to communicate financial reporting roles and responsibilities and significant matters
relating to financial reporting.
6.34 The impact of IT on an entity’s internal control is related more to the nature and
complexity of the systems in use than to the entity’s size. When small or midsized entities
are involved in complex transactions or are subject to legal and regulatory requirements
also found in larger entities, more formal means of ensuring that internal control objectives are achieved may be present. Also, small and midsized entities may use IT in various
ways to achieve their objectives. The auditor considers how an entity’s use of IT and manual procedures may affect controls relevant to the audit of financial statements. IT encompasses automated means of originating, processing, storing, and communicating
information, and includes recording devices, communication systems, computer systems,
and other electronic devices. The auditor is primarily interested in the entity’s use of IT to
initiate, authorize, record, process, and report transactions or other financial data.

Effect of IT on Internal Control
6.35 The auditor may consider the methods the FCM or IB uses to process accounting
information because the methods that are used, together with the complexity of the

287

processing system, may influence the nature, timing, and extent of the audit procedures to
be performed. The use of computers is often an important element to an FCM’s or IB’s
processing and control environment, regardless of the size of the business. The large volume of transactions and the need to maintain accountability for security positions (both
ownership and location) have caused most FCMs or IBs to automate their recordkeeping
systems.
6.36 AU section 314 states that in obtaining an understanding of internal control sufficient to plan the audit of financial statements, the auditor considers how an entity’s use of
IT and manual procedures may affect controls relevant to the audit. IT encompasses automated means of originating, processing, storing, and communicating information, and includes recording devices, communication systems, computer systems, and other electronic
devices. The auditor is primarily interested in the FCM’s or IB’s use of IT to initiate,
record, process, and report transactions or other financial data. An FCM’s or IB’s use of IT
may affect any of the five components of internal control relevant to the achievement of
the FCM’s or IB’s financial reporting, operations, or compliance objectives, and its operating units or business functions. The use of IT also affects the fundamental manner in
which transactions are initiated, authorized, recorded, processed, and reported.
6.37 IT provides potential benefits of effectiveness and efficiency for an FCM’s or IB’s
internal control, and also poses specific risks to an FCM’s or IB’s internal control. The extent and nature of the specific risks to internal control vary depending on the nature and
characteristics of the FCM’s or IB’s information system.
6.38 The auditor, when assessing the risks of material misstatement in terms of financial
statement assertions, may consider, among other things, the nature and complexity of the
systems, including the use of IT, by which the FCM or IB processes and controls information supporting the assertion. In circumstances where a significant amount of information
supporting one or more financial statement assertion is electronically initiated, recorded,
processed, or reported, the auditor may determine that it is not possible to design effective
substantive tests that, by themselves, would provide sufficient evidence that the assertions
are not materially misstated. For such assertions, significant audit evidence may be available only in electronic form. In such cases, its competence and sufficiency as audit evidence usually depend on the effectiveness of controls over its accuracy and completeness.
Furthermore, the potential for improper initiation or alteration of information to occur
and not be detected may be greater if information is initiated, authorized, recorded,
processed, or reported only in electronic form and appropriate controls are not operating
effectively. In such circumstances, the auditor should perform tests of controls to gather
audit evidence to use in assessing the risk of material misstatement.
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6.39 The auditor may consider whether specialized skills are needed for the auditor to
determine the effect of IT on the audit, to understand the IT controls, or to design and
perform tests of IT controls or substantive tests. Professionals possessing IT skills may be
either on the auditor’s staff or an outside professional. The auditor should also consider
whether specialized skills are needed to design or perform tests of automated controls.
6.40 Guidance for auditing records in which IT is significant may be found in the
AICPA Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit.

Consideration of Controls at IT Service Centers
6.41 An FCM or IB may use outside service organizations (sometimes referred to as service centers) to perform services that are part of the FCM’s or IB’s information system. A
service organization’s services are part of an FCM’s or IB’s information system if they affect
any of the following:
The classes of transactions in the FCM’s or IB’s operations that are significant to
the FCM’s or IB’s financial statements
The procedures, both automated and manual, by which the FCM’s or IB’s transactions are initiated, authorized, recorded, processed, and reported from their occurrence to their inclusion in the financial statements
The related accounting records, whether electronic or manual, supporting information, and specific accounts in the FCM’s or IB’s financial statements involved in
initiating, authorizing, recording, processing, and reporting the FCM’s or IB’s
transactions
How the FCM’s or IB’s information system captures other events and conditions
that are significant to the financial statements
The financial reporting process used to prepare the FCM’s or IB’s financial statements, including significant accounting estimates and disclosures
The use of a service organization may improve internal control because of the separation
of responsibilities inherent in the third-party status of the service organization. Accordingly, transactions that affect its financial statements flow through accounting systems that
are—at least in part—physically and operationally separate from the FCM or IB.
6.42 AU section 314 states that the auditor should obtain an understanding of an
entity’s internal control sufficient to assess the risks of material misstatement and design
the nature, timing, and extent of further audit procedures. This understanding may
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encompass controls placed in operation by the FCM or IB and by service organizations
whose services are part of the FCM’s or IB’s information system.
6.43 AU section 324, Service Organizations (AICPA, Professional Standards, vol. 1), explains the factors an auditor should consider in obtaining an understanding of internal
control and assessing control risk for entities that use a service organization to process
transactions. See the discussion beginning at paragraph 6.25 for information on the auditor’s consideration of an FCM’s or IB’s use of information technology on internal control.
6.44 The auditor should identify significant classes of transactions that are processed by
the service center and understand the flow of transactions through the entire accounting
system, including the portion maintained by the service center. The facts and circumstances of each case should determine the additional work that needs to be done by the auditor with regard to controls at the service center. If, for example, after examining the
output of the service center, the auditor is satisfied that the FCM or IB can check the daily
output throughout the year, he or she may not need to consider the service center’s processing controls any further. However, the auditor may consider inquiring about problems
pertaining to system continuity or data file security that are due to inadequate equipment
or program backup or to poor control at the service center.
6.45 Information about the nature of the services provided by the service organization
that are part of the FCM’s or IB’s information system, and the service organization’s controls over those services, may be available from sources such as user manuals, system
overviews, technical manuals, the contract between the FCM or IB and the service organization, and reports by service auditors (auditor of a service center), internal auditors, or
regulatory authorities on the service organization’s controls. If the services and the service
organization’s controls over those services are highly standardized, information obtained
through the FCM’s or IB’s auditor’s prior experience with the service organization may be
helpful in planning the audit.
6.46 After considering the available information, the auditor of the FCM or IB may
conclude that he or she has the means to obtain a sufficient understanding of internal control to assess the risk of material misstatement. If the auditor of the FCM or IB concludes
that information is not available to obtain a sufficient understanding to assess the risk of
material misstatement, he or she may consider contacting the service organization,
through the FCM or IB, to obtain specific information or request that a service auditor be
engaged to perform procedures that will supply the necessary information, or the auditor
of the FCM or IB may visit the service organization and perform such procedures. If the
auditor of the FCM or IB is unable to obtain sufficient evidence to achieve his or her audit
objectives, the auditor of the FCM or IB should qualify or disclaim an opinion on the financial statements because of a scope limitation.
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6.47 In considering whether the service auditor’s report is satisfactory for his or her purposes, the FCM’s or IB’s auditor should make inquiries concerning the service auditor’s
professional reputation. Refer to AU section 324 for further guidance.
6.48 If the auditor believes that the service auditor’s report may not be sufficient to meet
his or her objectives, the auditor may supplement his or her understanding of the service
auditor’s procedures and conclusions by discussing with the service auditor the scope and
results of the service auditor’s work. In addition, if the auditor believes it is necessary, he or
she may contact the service organization, through the FCM or IB, to request that the service auditor perform agreed-upon procedures at the service organization, or the auditor
may perform such procedures.
6.49 The AICPA Audit Guide Service Organizations: Applying SAS No. 70, As Amended,
provides guidance to service auditors engaged to issue reports on a service organization’s
controls that may be part of a user organization’s information system in the context of an
audit of financial statements, and to user auditors engaged to audit the financial statements of entities that use service organizations.

Monitoring
6.50 Monitoring is a process that assesses the quality of the performance, over time, of
an entity’s system of internal control. It involves assessing the design and operation of controls on a timely basis and taking necessary corrective actions. The frequency with which
controls are assessed depends on the significance of the risks being controlled and on the
importance of a particular control in reducing a particular risk. Higher priority risks require more important controls. More important or critical controls generally will require
more frequent assessment.
6.51 Monitoring of controls is accomplished through ongoing monitoring activities,
through separate evaluations, or a combination of the two. Ongoing monitoring activities
are built into the normal recurring activities of an FCM or IB, and include regular management and supervisory activities, comparisons, reconciliations, and other actions taken
by personnel in performing their duties. Managers at divisional and corporate levels are in
touch with operations and may question reports that differ significantly from their knowledge of operations. Usually, some combination of ongoing monitoring and separate evaluations will together make sure that internal control maintains its effectiveness over time.
6.52 In many FCMs or IBs, internal auditors or personnel performing similar functions
contribute to the monitoring of the FCM/IB’s activities through separate evaluations.
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They regularly provide information about the functioning of internal control, focusing
considerable attention on evaluating the design and operation of internal control. They
communicate information about strengths and weaknesses, and recommendations for improving internal control.
6.53 Monitoring activities may include using information from communications from
external parties. Customers implicitly corroborate transaction data by paying the amount
owed or complaining about their charges. In addition, regulators may communicate with
the FCM/IB concerning matters that affect the functioning of internal control, such as
communications concerning examinations by self-regulatory organizations. Also, management may consider communications relating to internal control from external auditors in
performing monitoring activities.
6.54 In many entities, much of the information used in monitoring may be produced by
the entity’s information system. If management assumes data used for monitoring is accurate without having a basis for that assumption, errors may exist in the information, potentially leading management to incorrect conclusions from its monitoring activities.

Understanding Monitoring Activities
6.55 The auditor should obtain an understanding of major kinds of activities the FCM
or IB uses to monitor internal control over financial reporting, including the source of information related to those activities and how those activities are used to initiate corrective
action. When obtaining an understanding of the internal audit function, the auditor
should follow the guidance in paragraphs .04–.08 of AU section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of Financial Statements (AICPA, Professional Standards, vol. 1).

FCM/IB’s Control and Monitoring Activities
6.56 Control and monitoring activities may be present in the functions of an FCM or
IB. Management uses such procedures to mitigate business risk. This practice aid discusses
only those control and monitoring activities that are unique to FCMs and IBs. The absence of any of these specific control and monitoring activities is not indicative of an internal control deficiency; however, an internal control deficiency may exist if the overall
control objective is not met.
6.57 The discussion of control and monitoring activities in this section of the chapter is
primarily from management’s perspective and is intended to provide the auditor with an
overview of the types of controls, including those beyond which are required, to plan the

292

financial statement audit and issue the internal control letter related to certain compliance
activities. Management of an FCM or IB has a responsibility to establish and maintain adequate internal control over financial reporting (including the supplemental schedules to
the audited financial statements and internal control letter) and to comply with specific
rules addressing financial responsibility and recordkeeping. Management of an issuer, as
defined by the Sarbanes-Oxley Act of 2002 (the act), is required by Section 404(a) of the
act to assess the effectiveness of the company’s internal control over financial reporting and
to include in the company’s annual report to shareholders management’s conclusion as a
result of that assessment about whether the company’s internal control is effective. This
practice aid is not intended to provide guidance to management of issuer FCMs on how to
comply with the requirements of the act; however, the “SEC Requirements for Management’s Report on Internal Control Over Financial Reporting” section at the end of this
chapter provides some general information on internal control reporting requirements
established by the act.
6.58 Commodity transactions may be processed, recorded, and monitored by different
departments within the FCM/IB. Although this discussion addresses specific FCM/IB
control and monitoring activities, the presentation is general in nature and does not necessarily reflect the actual operations or departments of every FCM/IB. Control and monitoring activities ordinarily cannot be achieved without appropriate segregation of duties.
6.59 This section is not intended to fully discuss the adequate separation of duties between individuals who initiate transactions and individuals who record transactions, or the
separation of duties between individuals who approve transactions or journal entries and
individuals who initiate or record transactions and journal entries. Concerns regarding
separation of duties, for internal control purposes, at an FCM/IB are generally identical to
the concerns an auditor might have when performing an audit of any firm or entity. Likewise, this section does not discuss controls over activities common to all entities which include, among other areas, cash management, nontrade cash disbursements, or payroll
processing and IT general controls. Definitions of material weakness and material inadequacy are discussed more fully in chapter 3 “Regulatory Considerations” and chapter 5,
“Auditing Considerations.” Antifraud controls are more fully addressed in chapter 5.

New Accounts
6.60 FCMs may carry commodity accounts for customers, for the FCM itself, or for
noncustomers (affiliates or owners of the FCM/IB). In addition, the FCM may open accounts to track errors, unmatched or uncleared trades (commonly called out trades), or unallocated trades. Control activities for opening and maintaining new accounts are essential
for an FCM/IB’s successful operation and compliance with regulatory requirements.
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6.61 The opening of new accounts at an FCM/IB is primarily the responsibility of the
FCM or IB’s sales staff and new accounts are typically processed and entered into the system by a new accounts staff member. An FCM/IB’s sales activity may be located at its
principal office or at its branch offices and may be facilitated by an account
executive/salesman employed by the FCM/IB.
6.62 Sales and operational support staff are responsible for obtaining the completed
account forms, agreements, and documentation required for the opening of new trading
accounts.
6.63 Controls and monitoring activities for opening new commodity accounts at an
FCM or IB may vary from one FCM or IB to another. Nevertheless, the CFTC and
National Futures Association (NFA) have certain regulatory requirements concerning
the opening of new trading accounts at an FCM or IB for commodity futures and options
customers.
6.64 In opening a commodity futures and options trading account for a customer, the
CFTC requires an FCM to obtain and maintain the true name and address of the individual for whom the account is to be carried and the principal occupation or business of such
individual as well as the name of any other individual guaranteeing the account or exercising trading control with respect to the account. Also, before the opening of a commodity
trading account for a customer, an FCM must provide the customer with risk disclosure
statements pursuant to CFTC Regulations 1.55, Distribution of “Risk Disclosure Statement”
by futures commission merchants and introducing brokers, 30.6, Disclosure, 33.7, Disclosure
and 190.10c, as determined by the intended nature of trading and margin in the account,
and receive from the customer an acknowledgment, signed and dated by the customer,
that he or she received and understood those disclosure statements. This required acknowledgment must be maintained on file by the FCM for each customer account opened
by the FCM.
6.65 To comply with the USA PATRIOT Act and its anti-money laundering (AML)
provisions, the FCM/IB must, among other things, determine the source of the funds, determine the underlying owner(s), obtain a photocopy of a government-issued photo identification, check the owners against the Office of Foreign Assets Control (OFAC) list, and
determine, if a corporation, the type of business. If the firm is an IB, there needs to be an
agreement with the clearing broker regarding sharing of information and responsibilities
of each party. Paragraph 3.133 in chapter 3 describes additional requirements.
6.66 In addition, FCMs and IBs must comply with NFA Rule 2-30, Customer Information and Risk Disclosure, which requires them to “Know Your Customer.” Under this rule,
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FCMs and IBs should obtain the estimated annual income and net worth, approximate
age, and previous investment and futures trading experience of the owners of new trading
accounts.
6.67 The FCM/IB should also collect credit and other information, such as credit reports and references, financial statements, bank references, individual or partnership commodity account information letters, corporate resolutions, and pool account agreements,
as appropriate, before approving the account. The officer at the FCM/IB having responsibility for authorizing the opening of new trading accounts should use that information,
and any other relevant information, in determining the prospective account owner’s suitability for commodity trading and compliance with AML procedures.
6.68 In opening new accounts, FCMs/IBs may follow a variety of procedures, some of
which are required by regulatory authorities:
Establish controls (such as a checklist or tickler file) over the completeness of documentation of account documents and the acceptability of that documentation to
the regulatory environment. The application filled out is based on the type of organizational form of the customer (for example, a corporation versus a partnership or
a limited liability corporation). New account documentation requirements, as follows, typically vary based on the type of organizational form of the customer:
— For corporate customers, documentation that the individual from whom trade
orders and instructions are accepted is duly authorized by the corporation to
act on its behalf.
— For other accounts, such as accounts for customers who are nonresident aliens
or who wish to trade options, cross margin, or day trade, special documentation may be required.
— For all customers, signed copies of IRS Form W-9, “Request for Taxpayer
Identification Number and Certification,” and for non-U.S. customers, IRS
Form W-8, “Certificate of Foreign Status.”
— For each customer for whom the FCM/IB carries a discretionary account,
written authorization receiving the approval (from a designated individual
who does not exercise discretionary authority) for every trade in the discretionary account, and through an approved medium, transmission of advice to
the discretionary account owner on the date each trade is executed. Account
statements must be in the name of the account owner, and trade confirmations
and monthly reports must be sent to the account owner.
— For execution-only customers, a give-up agreement.
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— For all customers wishing direct-order-entry access through a terminal, an
agreement granting such access.
— For all customers, a designation or coding of customer versus noncustomer.
Establish and communicate to the account owner any trading guidelines or restrictions for the account that the FCM/IB may deem necessary.
Obtain authorization (usually from the compliance department and often also
includes review by the credit department) for the account based on new account
documents.
Perform periodic review of new accounts by supervisor.
Restrict execution of trades by a new customer until the account is authorized and
funded.
Require all accounts to be in the name of the customer unless the FCM/IB has received a written statement, signed by the customer, attesting to: his or her ownership of an account in any other name, symbol, or number; the principal occupation
or business of such individual; and the name of any other individual guaranteeing
such account or exercising any trading control with respect to such account.
Restrict access and establish other controls over unconfirmed changes to name, address, commission rates, and type of account in FCM/IB’s internal records (for example, some commodity entities send confirmation requests to the customers’ last
known and current addresses requesting confirmations from customers after being
notified of changes in addresses).
Require signed statements of risk disclosure.
Ensure policies and procedures exist and function to comply with the USA
PATRIOT Act.
Transmit, via approved medium, monthly or quarterly customer statements to the
account owner unless the owner has requested (in writing and upon approval by
designated official), that statements not be mailed. Any returned statements are
investigated.
Identify the accounts of partners, officers, employees, and their known relatives so
that transactions in such accounts can be reviewed by designated personnel. The
reason for opening the account must be known by management.
Obtain written approval from another FCM/IB for opening an account of an
employee of that FCM or IB.
6.69 Upon approval of the opening of the new account, the credit department should
establish a credit limit for the account owner. This credit limit is based on an assessment of
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the account owner’s financial stability, contemplated trading activity, and the volatility of
the commodity the account owner is interested in trading. The credit department should
update its records and credit limits for the trading accounts it carries to reflect the most
current information available, including the type of expected trading (speculative or
hedge) and the type of customer (retail or institutional).

Trade Order Processing
6.70 Order entry. The primary objectives of order entry are to ensure that all authorized
orders are directed to the proper marketplace, executed, and accurately recorded. Orders
may be executed either by the FCM or the FCM or IB’s correspondent broker that clears
trades on a commodity exchange on which the contracts are traded, and filled as instructed
by the account owner or controller. Internal control for receiving and executing customer
orders are essential to the capture of trade and accounting information. Customer orders
generate accounting entries that may affect the following financial statement accounts:
Receivables from, and payables to, customers
Receivables from, and payables to, commodity exchange clearing organizations
Receivables from, and payables to, the FCM’s correspondent brokers
Commission income and related transactional expenses
Interest income and expense
Cash
6.71 Order entry controls. Controls over order entry are important because they occur at
trade initiation, which is the point at which trade data first enter the processing system.
Control and monitoring activities over customer orders to purchase and sell commodities
should be identified and tested because accounting information is generated from customers or firms. The order is received by the sales staff or directly from the customer and
directed to the corresponding market place for execution. Orders are matched with
executed trades by market place and manner of matching may differ based on market
place differences (geographic or electronic) and whether executed through correspondent
brokers.
6.72 CFTC regulations require an FCM to prepare, immediately upon receipt of a customer’s trade order, a record of the order that identifies the customer’s account and the
order number. To the extent a customer of an FCM was introduced by an IB, any statement or confirmation sent to the customer should state the account is “introduced by
[name of IB].” CFTC regulations further require the FCM to time-stamp each customer
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order immediately upon receipt and again after execution of the trade order. These
regulatory requirements also serve as essential order department control and monitoring
procedures.
6.73 In addition, control and monitoring activities should require operations personnel
to compare original internally generated trade information to detailed information, which
the department receives from the exchange or the FCM or IB’s correspondent broker, regarding executed trades. Furthermore, accountability should be maintained for all trade
order tickets issued and received by the FCM/IB.
6.74 Typically, certain control and monitoring activities associated with order entry include the following:
Restricting access to authorized personnel to enter orders to proprietary or
customer accounts
Limiting, via application controls, order entry size for proprietary and customer
account trades
Using the order ticket (or the electronic order) that provides for the processing of
all relevant information about an order into the FCM/IB system
Assigning a customer identifier (number) to orders when placed and accounting for
all order numbers
Requiring orders, other than those placed directly by a customer, to be recorded on
an order ticket or electronic order by the salesperson or associated or designated individual and transmitting to an exchange or to a correspondent FCM
Time-stamping orders when they are placed, transmitted to exchanges or correspondent brokers, and upon notice of order execution, and resolving price disputes
based upon the time the order was placed and executed
Having supervisory personnel review open order file
Comparing the total number of orders entered to the total number of orders on the
trade blotter and reconciling any differences due to, for example, canceled trades,
limit orders not executed, and rejects
Comparing trade data recorded on the customer confirmation with the order form
before transmitting to the customer
Segregating and not processing orders lacking required information, such as a valid
contra FCM/(counter party’s) number
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Not processing limit orders if the execution price is not within predetermined
market limits
Transmitting, through a customer-approved medium such as mail, e-mail or a Web
site posting, by no later than the next business day, confirmation statements to
account owners showing commodity futures and options trades executed for their
accounts during the day
Reviewing exception reports between market place and internal records to resolve
quantity and price differences
Ensuring proper allocation of give-up trades

Trade Clearance
6.75 Clearing department. The clearing, or balancing department, as it is often called,
needs to maintain the integrity of the net amount owed to, or due from, clearing organizations and to ensure that customer and house trades have been properly and accurately
recorded on the FCM/IB’s books and records. To accomplish this task, the clearing department reconciles, intra-day or at least daily, all money balances and open commodity
futures and options positions recorded internally on its point balance report to the summary or clearing sheets received from the clearing organization. The clearing department
also compares the details of all of the prior day’s trades to clearing organization clearing
sheets and resolves any differences. Exception reports are usually automatically generated
by the back office system for trades cleared through exchange clearing organizations rather
than through correspondent brokers. Care should be taken that there are appropriate controls over system changes to these exception reports.
6.76 Similar position and money balancing procedures are performed daily by the clearing or balancing department for trades cleared and positions carried for the FCM by the
FCM/IB’s correspondent brokers. An FCM that is not a clearing member of any commodity exchange would clear all of its trades through one or more correspondent brokers.
6.77 The FCM should perform daily reconciliations of trades executed, open positions,
and money balances due to or from clearing organizations and correspondent brokers. An
aging of uncleared reconciling items should be maintained. Such reconciliations and break
reports with aging should be reviewed and approved by appropriate clearing department
personnel. Significant unreconciled trades or positions could highlight the existence of
weakness of internal control or may indicate a material weakness or material inadequacy,
or both, in internal control that could exist not just in the clearing department, but also in
other areas of the FCM’s operations.
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6.78 Typical control and monitoring activities of an FCM’s clearing or balancing department include the following:
Balancing, on a daily basis, open commodity positions in customer and noncustomer trading accounts carried on the FCM’s books to the FCM’s open commodity positions at commodity exchange clearing organizations and at correspondent
brokers, and assigning responsibility for the clearance of out-of-balance positions
to specific individuals who have no other duties related to any other aspects of
commodity trade processing
Investigating and resolving open commodities positions (and related ledger
amounts) in suspense and error accounts on a timely basis, and maintaining a report detailing an aging of uncleared reconciling items
Comparing out trades with underlying trade order tickets, with trade information
from brokers, floor brokers, exchange floor traders, or correspondent brokers, or
with other records, and reviewing the propriety of these trades
Reviewing trade or commission corrections
Restricting trade or commission correction access in back office system to appropriate personnel
Reconciling give-up trades to FCM’s internal records on a periodic basis (for example, between Give-up Processing System (or GPS), formerly known as Give-up Automated Invoicing System (or GAINS), or other system, as appropriate)
Monitoring unclaimed give-up trades
Reviewing of error account activity on a periodic basis by management
6.79 Purchases and sales. Certain exceptions involving day trades, bona fide hedging
transactions, deliveries of commodities based on futures positions, error accounts, and
trading programs using separate trading accounts must be in adherence to CFTC Regulation 1.46, Application and closing out of offsetting long and short positions. This regulation
generally requires that a futures trade executed for an account that offsets an open futures
position in the same commodity (the same future, and the same contract market in a trading account) must be closed out—one contract against the other—in the account. Similarly, a commodity option purchased (sold) by an account that offsets a commodity option
already sold (purchased) by the account (each option having the same underlying futures
contract or physical strike price, expiration date, and contract market), should be closed
out—one contract against the other—in the account. Such a closing out of offsetting positions or trades is commonly known as a purchase and sale (P&S).
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6.80 CFTC Regulation 1.46 requires an FCM to adjust a trading account for a P&S on
the day the open position is closed out. Any resulting profit or loss realized from closing
out the previously held open position should be credited or debited to the trading account.
Regulation 1.46 also requires the FCM to promptly provide the trading account owner
with a statement showing the financial result of the transactions involved.
6.81 In closing out open positions in an account because of trades executed for the account, CFTC Regulation 1.46 generally requires that the FCM P&S trades against the
oldest open position be closed out, that is, the open position(s) with the earliest trade execution date(s). Closing out trades against the oldest open positions is generally done automatically by an FCM’s computerized bookkeeping system. However, failure by an FCM’s
bookkeeping system to properly P&S trades in accounts may suggest a problem to be investigated and may also indicate a gross up of the balance sheet, a weakness in the internal
control environment, and a material weakness or inadequacy, or both, in the FCM or IB’s
internal control.
6.82 Back office department. The back office department processes off exchange
transactions such as Exchange for Physicals (EFP), deliveries, and option exercises and
assignments.
6.83 Certain control and monitoring activities typically associated with the back office
department include performing the following:
Ensuring that options are properly exercised and assigned in accordance with customer instructions and exchange rules
Ensuring instructions are obtained and followed from customers related to deliveries and cash settlement for expiring contracts
Ensuring that all proper paper work is submitted to exchanges related to the registration of exchange for physical transactions
Prohibiting back office personnel from obtaining access to customer accounts,
margin records, the cashier’s department, and the mailing department
Periodically reviewing, aging, and reporting to appropriate officials, preferably
daily, open suspense items because suspended trades represent potential unknown
inventory positions or financing costs
Actively reviewing exception reports, as-of, canceled, and corrected transactions
Monitoring changes to commission rates
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The Margin Department
6.84 All open commodity futures or options positions held or carried by an FCM for
trading accounts at an FCM are subject to margin requirements.2 Consequently, FCMs
are required to deposit margin with commodity exchange clearing organizations and correspondent brokers to satisfy margin requirements set by clearing organizations and correspondent brokers to carry the FCM’s open positions. Similarly, the owner of a commodity
futures or options trading account carried by the FCM must satisfy the margin requirement set by the FCM for the open positions held in the respective account.
6.85 Margin requirements for an FCM’s open positions at a clearing organization are established and determined by the clearing organization. Required margin for open positions in a trading account carried by an FCM is set by the exchanges on which the contract
trades are cleared. Typically, an FCM’s margin requirements for the customer and noncustomer accounts it carries are equal to or greater than the margin requirements for open positions established by exchange rules. Just as the owner of a trading account at an FCM is
responsible for the proper margining of his or her account with the FCM, the FCM is responsible for having sufficient funds on deposit with a clearing organization or correspondent broker to satisfy the clearing organization’s or broker’s margin requirements for
positions held for the FCM. The exchange margin requirements are calculated by the
Standard Portfolio Analysis of Risk (SPAN) (including cross margining of commodity accounts) and are transmitted to the FCM. Cross margining is limited and may be available
across products, markets, and domiciles in certain instances as prescribed by the clearing
organizations.
6.86 Generally, margin is cash or securities deposited with an FCM or clearing organization to guarantee performance by the customer or FCM on commodity futures and options trades cleared for the customer or FCM. The amount of margin required is
dependent on factors such as commodity, contract value, and market price volatility.
6.87 One of the primary objectives of an FCM’s margin department is to mitigate exposure to losses in a customer account carried by the FCM which could exceed the available
equity in the account or if the owner of the account defaults on contractual obligations.
The FCM can protect itself from those losses by making sure customers have sufficient
funds or collateral on deposit in their trading accounts to satisfy the margin requirements
prescribed by the FCM for the accounts.

2. Some functions discussed in this section may be performed by other departments (such as sales or credit)
depending on the firm’s organizational structure.
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6.88

Specifically, the margin department’s controls generally include the following:
Monitoring the trading activity in each customer account for activity consistent
with the purpose of the account, the account owner’s resources, and any trading
guidelines or restrictions placed on the account by the FCM
Reviewing and, in some instances, manually calculating the initial and maintenance margin requirement for open positions held in each trading account carried
by the FCM
Implementing a system to have higher “house” margin requirements than those established by regulatory authorities, after cross margining is taken into account, if it
is considered necessary for the protection of the FCM
Recommending increased margin requirements based on account activity or
market volatility
Issuing margin calls for undermargined accounts and following up on outstanding
margin calls until the additional margin required is collected or until open positions in the account are liquidated if funds are not received from the customer
within a specified period
Executing or recommending forced liquidation, at the FCM’s discretion, of the
open futures or options positions carried in a customer account if the account is
undermargined beyond a reasonable period of time
Ensuring compliance with position or credit limits established by the FCM’s credit
or new accounts department for each customer account carried by the FCM
Approving the payment of excess margin and other disbursements from customer
accounts in accordance with exchange and regulatory rules
Monitoring aging of margin calls, undermargined accounts, and unsecured receivables for input into the net capital computation.

6.89 In carrying out its duties and responsibilities, an FCM’s margin department uses
the following records and reports that are typically generated by the FCM’s automated
bookkeeping system:
A daily listing of undermargined customer accounts that shows, for each such account, the margin required, account equity, and any calls for margin that the margin department should consider making
An aged listing of margin calls made and still outstanding
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6.90 The appropriate control and monitoring policies and procedures of the margin department are a significant part of the FCM’s overall internal control. Appropriately designed and operating margin department controls should serve to mitigate an FCM’s
exposure to market price and financial risk. Management’s monitoring of position risk and
the margining of highly leveraged commodity futures and options trading accounts at the
FCM are important elements of the overall internal control environment.
6.91 Extension of credit. The margin department monitors the FCM’s extension of credit
to customers by considering the margin on deposit and the market risk exposure of open
positions in trading accounts carried by an FCM, and by evaluating the financial resources
and ability of an account owner to readily deposit additional margin, if needed. Typical
control and monitoring activities performed by an FCM’s margin or credit department
include the following:
Performing periodic assessment of the creditworthiness of existing customers and
counterparties, including correspondent brokers and introducing brokers
Performing credit investigations and establishing credit limits for new customers
Requiring the authorization of appropriate margin department personnel before
paying funds or withdrawing securities from customers’ accounts
Assigning responsibility for monitoring customer accounts to specific employees
who are rotated onto other duties periodically
Reviewing margin records periodically (by an employee who has no duties concerning the records) to determine that the minimum margin requirements of the
firm are being maintained and that the adequate margin is on deposit for each trading account based on the nature of the trading activity and open positions held in
the account
Promptly reporting customers’ undermargined accounts to management for purposes of evaluation as to collectibility

Collateral Safekeeping Controls
6.92 The policies and procedures for good internal control of physical assets, inventories, cash on hand, and physical securities in safekeeping are no different at an FCM than
they would be at any other entity with sound control and monitoring policies and procedures. In the FCM environment, customers are required to post initial margin prior to the
commencement of trading. Please see chapter 3 for discussion regarding the requirements
of initial maintenance margin.
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6.93 Cash commodities in physical or electronic possession ordinarily are represented by
warehouse receipts or bills of lading. Cash commodities may be kept in exchange-approved warehouses, exchange-monitored electronic safekeeping, or on hand at the FCM.
As discussed in chapter 3, an FCM is required to maintain adequate records of all customer-owned collateral held and to send periodic account statements to its customers.
Controls should be in effect to accurately record all movements of cash commodities and
customer-owned collateral.
6.94 Typically, certain control and monitoring activities are associated with the collateral safekeeping function and include the following:
Reconciling, typically daily but at least monthly, customer- and noncustomerowned securities pledged at clearing agents with internal and custodian records,
and maintaining an aging of uncleared reconciling items
Marking collateral to market daily and, if a deficit exists, obtaining additional collateral on a timely basis, as appropriate, from the counterparty
Maintaining controls over proper location and transfers among customer and
noncustomer accounts, segregated and secured accounts, and speculative and
hedge accounts
Selecting, for nonelectronic warehouse receipts, appropriate warehouse facilities,
such as those facilities that are secure, bonded, and exchange approved
Periodically examining and confirming warehouse receipts on hand
Reconciling warehouse receipts and commodities on hand and in electronic form
(such as through the eCops system) to books and records
Endorsing nonelectronic warehouse receipts on hand to the FCM/IB or customer
Segregating customer owned collateral and assets from firm or noncustomer
collateral

Minimum Financial Requirements and Segregation of Customer Funds
6.95 On a daily basis, FCMs/IBs are required to meet certain minimum financial requirements, and FCMs are also required to segregate customer funds. See chapter 3 for an
explanation of rules and auditor responsibilities to report on the tests of compliance of
these practices and procedures as required under CFTC Regulation 1.16. For FCMs, the
calculations of these requirements are typically reported to the FCM’s designated self-regulatory organization on the Form 1-FR on a monthly basis. Certain control and monitoring activities are typically associated with the following daily computations:
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Controls previously mentioned over the integrity of the financial statement line
items used in the calculations.
Controls over the mapping and adjustments to GAAP financial statement line
items to these regulatory computations; for example, customer-owned securities are
not in the financial statements, but are on the balance sheet used to calculate the
segregated/secured funds on the Form 1-FR.
Controls around the integrity of data compiled from the back office system for
other deductions and computations not simply derived from financial statement
line items, such as the undermargined charge for the net capital computation.
Controls over changes to any spreadsheet calculations used to compile other
charges used in the computations. These other charges could involve further calculations from information obtained from the back office, such as a computation of
five percent of unsecured receivables as required by the net capital rules.
Controls over the timeliness of calculations.
Periodic review of daily calculations by an individual who is properly licensed and
not involved in the preparation of those calculations.
Experience of the individual preparing daily calculations, including familiarity
of the Form 1-FR instructions to ensure computations are in accordance with
regulatory rules.
Controls over proper coding and type of segregated asset, including proper segregation by currency.
Controls over capital withdrawals and the effect on the notification rules.
The auditor should inquire of the FCM/IB regarding any instances of refiling of monthly
regulatory reports, filing of early warning notification, regulatory issues, and material errors affecting the regulatory calculations. The presence of any of these items could be indicators of control deficiencies.

OTC Derivative Transactions
6.96 Some FCMs and commodity pools enter into OTC derivative transactions such as
forwards, options, swaps, and related derivative products in their capacity as dealers and as
part of various strategies. Some of these OTC derivative transactions are offset directly in
the futures markets to facilitate customer transactions while other transactions are speculative in nature. Certain control and monitoring activities that are typically associated with
such transactions include the following:
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Providing training to staff with respect to systems used to process OTC derivative
transactions and technical updates on the processing of, and accounting for, new
products.
Hiring staff experienced in processing the various kinds of products and ensuring
that such staff is supervised by experienced individuals.
Reviewing systems used to process, and account for, OTC derivative transactions to
ensure that they are operating as intended.
Ensuring that the system selected to process OTC derivative transactions can handle the current and projected volume of business.
Ensuring that systems or technical personnel can support the current system and
any upgrades as needed.
Restricting access to the system to authorized personnel using codes and passwords.
Maintaining signed standard contracts for each OTC derivative transaction, and
also a list of outstanding unsigned contracts.
Keeping files of correspondence from counterparties regarding payment instructions, amounts to be paid or received, modifications to current contracts, and notifications of early terminations and final payments.
Separating the functions of entering OTC derivative transactions into the system
and verifying the accuracy of the input.
Separating such functions as monitoring, calculating, and processing of payments
and receipts.
Checking counterparty against a counterparty from a list of preapproved counterparties for OTC derivative transactions.
Ensuring that the execution of OTC derivative transactions, and the monitoring of
counterparty credit quality and counterparty exposure limits, are performed by
separate individuals.
Establishing and maintaining formal policies concerning hedging strategies.
Restricting control and maintenance over legal documentation.
Performing reconciliations between cash disbursements and receipts, systems calculations, and correspondence from counterparties.
Frequently performing the valuation of the OTC derivative portfolio and consistently obtaining, from reliable sources on each valuation date, the market data
used to value the portfolio. To the extent models are used to value OTC derivative
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transactions, such models should be validated on a periodic basis by management,
independent of trading functions. The valuation process and the verification of this
process are performed by separate individuals.
Analyzing the following components of changes in the portfolio’s valuation (please
see paragraph 7.17 of chapter 7 for considerations of OTC derivative valuations):
— Market fluctuations
— Accretion
— OTC derivative payments/receipts
— Maturations and terminations
— New transactions
Reconciling traders’ estimates of profit and loss to the portfolio valuation system.
Reviewing presentation of offsetting transactions (netdown) to ensure that it complies with paragraphs 11–17 of Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 210-20-45.

Principal Transactions
6.97 Firm trading. Many FCMs and IBs buy and sell futures and listed options as part of
various positioning strategies that attempt to generate profits by anticipating market
movements. These strategies and OTC derivative strategies are collectively called firm trading. Given the volatility of the financial markets, proper control and monitoring activities
over firm trading activities are critical. Certain control and monitoring activities that are
typically associated with firm trading may include the following:
Establishing overall position trading limits and separate trading limits for each
trader and product
Monitoring each trader’s positions and trading gains and losses daily or more frequently, as appropriate
Monitoring the effect of trading positions on regulatory capital
Reconciling trading desk records, which are maintained on a trade date basis, to the
accounting department records, daily, and ensuring that breaks are resolved in a
timely manner and that an aging of unresolved breaks is maintained and reviewed
Marking to market firm trading positions daily, with prices obtained from independent pricing sources
Reviewing all trader-determined valuations or overridden valuations
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Reviewing (by management) reports of all aged positions
Reviewing (by management) reports of position concentrations
Sending trade confirmations to each counterparty
Recording, where permitted by state law, traders’ phone conversations with
counterparties
Comparing trade tickets with the daily transaction information recorded on the
firm’s books and records
Electronically monitoring trade tickets at the time a transaction is received and
executed
Reviewing and verifying all confirmations received from counterparties
Monitoring compensation arrangements for firm traders based on income sharing
and participation arrangements (oral or written)

Repurchase and Reverse Repurchase Agreements
6.98 Typically, repurchase (repo) agreements are entered into in order to finance positions in government and government agency securities. Reverse repo agreements are generally entered into to execute government and government-agency securities, and usually
relate to investment activities of an FCM or IB.
6.99 FCMs and IBs may invest Section 4d(a)(2) customer-segregated funds in securities
subject to reverse repo agreements if such investments are made according to certain conditions and requirements, as specified in Regulation 1.25, Investment of customer funds.
6.100 Typically, certain control and monitoring procedures associated with repo and reverse repo agreements are the following:
Maintaining a list of preapproved counterparties for such transactions and establishing counterparty position and credit limits
Reviewing counterparties for creditworthiness and obtaining master trade agreements and credit approval for counterparties before entering into a repo or a reverse
repo transaction
Reviewing presentation of offsetting transactions (netdowns) to ensure that it complies with paragraphs 11–17 of FASB ASC 210-20-45
Obtaining collateral from the counterparty

309

Daily marking to market all collateral, and if a deficit (within established guidelines) exists, obtaining necessary additional collateral from the counterparty
Daily reconciling the repo’s and reverse repo’s subsidiary ledgers to general ledger
control accounts and researching and resolving out-of-balance items immediately
Maintaining and reviewing a report of aged out-of-balance items
Summarizing transactions with unusually high or low interest terms on an exception report for review by management
Ensuring that investments of Section 4(a)(d)2 customer segregated funds in
securities subject to repo or reverse repo agreements comply with the CFTC
requirements

SEC Requirements for Management’s Report on Internal Control Over
Financial Reporting
6.101 As directed by Section 404 of the act, the SEC adopted final rules requiring companies subject to the reporting requirements of the Securities Exchange Act of 1934 (Exchange Act), other than registered investment companies, to include in their annual
reports a report of management on the company’s internal control over financial reporting.
See the SEC Web site at www.sec.gov/rules/final/33-8238.htm for the full text of the regulation. This requirement is applicable to public companies. Therefore, privately held
FCMs/IBs would not have to include in their annual reports a management’s report on the
company’s control over financial reporting. However, for FCMs/IBs that are subsidiaries
of public companies, auditors may perform additional procedures to be able to report on
the consolidated entity’s financial statements and internal control in accordance with the
SEC requirements and PCAOB standards.
6.102 The SEC rules clarify that management’s assessment and report is limited to internal control over financial reporting. Management is not required to consider other aspects of control, such as controls pertaining to operating efficiency. The SEC’s definition
of internal control encompasses the Committee of Sponsoring Organizations of the Treadway Commission (COSO) definition, but the SEC does not mandate that the entity use
COSO as its criteria for judging effectiveness.

Annual Reporting Requirements
6.103

Under the SEC rules, the company’s annual 10-K must include the following:

a. Management’s annual report on internal control over financial reporting. This report
on the company’s internal control over financial reporting should contain the
following:
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i.

A statement of management’s responsibilities for establishing and maintaining
adequate internal control over financial reporting

ii. A statement identifying the framework used by management to evaluate the
effectiveness of the company’s internal control over financial reporting
iii. A statement that the registered public accounting firm that audited the financial statements included in the annual report has issued an attestation report
on management’s assessment of the registrant’s internal control over financial
reporting
b. Attestation report of the registered public accounting firm. This is the registered public
accounting firm’s attestation report on management’s assessment of the company’s
internal control over financial reporting, if applicable (small registrants do not need
audit attestation).
c. Changes in internal control over financial reporting. This report must disclose any
change in the company’s internal control over financial reporting that has materially affected, or is reasonably likely to materially affect, the company’s internal control over financial reporting.

Quarterly Reporting Requirements
6.104 The SEC rules also require management to evaluate any change in the entity’s internal control that occurred during a fiscal quarter and that has materially affected, or is
reasonably likely to materially affect, the entity’s internal control over financial reporting.
6.105 Additionally, management is required to evaluate the effectiveness of the entity’s
“disclosure controls and procedures” and issue a report as to their effectiveness on a quarterly basis. With these rules, the SEC introduced a new term disclosure controls and procedures, which is different from and much broader than internal control over financial
reporting.
6.106 As defined, disclosure controls and procedures encompass the controls over all
material financial and nonfinancial information in Exchange Act reports. Information that
would fall under this definition that would not be part of an entity’s internal control over
financial reporting might include the signing of a significant contract, changes in a strategic relationship, management compensation, or legal proceedings.
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6.107

APPENDIX A: Compliance and Sales Activities
The compliance department is responsible for ensuring that the FCM’s/IB’s sales activities
are conducted in accordance with applicable laws and regulations. Specifically, the compliance department must be familiar with the requirements outlined in NFA Compliance
Rule 2-29, Communications With The Public And Promotional Material, and the various interpretative notices regarding sales solicitations. The more significant interpretative notices
are: ¶9003—Communications with the Public and Promotional Material, ¶9019—Supervision of Branch Offices and Guaranteed IBs, ¶9033 and ¶9034—Deceptive Advertising, and
¶9038-High Pressure Sales Tactics. (These interpretative notices are available at the National Futures Association Web site at www.nfa.futures.org/nfaManual/interpretive
Notices.asp.) Typically, certain control and monitoring procedures associated with and
concerning regulatory rules requiring adequate supervision of the sales compliance function include the following that are considered part of the control environment required to
be reviewed by the auditor under generally accepted auditing standards:
Monitoring sales solicitations for compliance with applicable rules and regulations,
using methods that may include observation, recording sales solicitations, contacting customers, and so on
Monitoring and reviewing transactions in customer accounts for suitability, particularly with respect to discretionary accounts
Documenting and investigating customer complaints
Requiring sales representatives to be registered in accordance with applicable
regulations
Monitoring and reviewing transactions in error accounts and employee trading
accounts
Requiring a cash transaction reporting form to be completed for all receipts of
funds in conformity with the Bank Secrecy Act
Reviewing proprietary transactions to identify transactions that may violate prohibitions on insider trading or represent manipulative and deceptive practices
Comparing the trading activity in discretionary accounts controlled by each salesman with the trading activity in the salesman’s personal trading account (if applicable) for evidence of excessive trading, churning commissions, and taking a
position opposite to that of the customer
Monitoring and actively reviewing closed or inactive accounts
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Generating and then reviewing exception reports that highlight unusual activity
Reviewing sales and advertising literature to ensure compliance with federal and
state commodities and securities laws, and also with various regulations of self-regulatory bodies
Monitoring the activities of any IBs guaranteed by the FCM
To ensure the proper sales activities, customer service, and regulatory compliance with
sales practices, it is imperative that an FCM/IB adequately review and supervise its account executives and customer sales personnel.
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Chapter 7

Accounting Guidance
7.01 U.S. generally accepted accounting principles (GAAP) apply to futures commission merchants (FCMs) and introducing brokers (IBs) in the same manner as they apply
to other industries; however, certain activities are unique.1 The purpose of this chapter is
to identify and discuss the accounting treatment2 of those unique activities in which
FCMs and IBs engage.
7.02 The accounting principles that apply to the specific activities addressed in this
chapter can be applied to other activities that are similar to those discussed. FCM/IBs also
prepare regulatory reports and supplemental information in addition to financial statements. Accounting and reporting requirements under GAAP may differ from FCM/IB
regulatory accounting and reporting requirements stipulated by the Commodity Futures
Trading Commission (CFTC) and other regulatory organizations. (See chapter 3, “Regulatory Considerations.”) In addition, the financial reporting practices and the recording of
transactions discussed in this chapter may differ from the tax basis of accounting.

Accounting Model
7.03 FCM/IBs account for financial instruments in which they have an economic interest, inventory, and related derivative positions (such as futures, forwards, swaps, and options) at fair value, including those (such as futures, forwards, swaps, and options) that are
not reported in the statement of financial condition at their contracted settlement
amounts. Fair value is measured by management, using the guidance provided in Financial
Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 820, Fair
Value Measurements and Disclosures, and is usually determined for accounting purposes as
of the end of the FCM/IB’s business day in the principal location of the FCM/IB issuing
financial statements.
7.04 FASB ASC 820 provides enhanced guidance for using fair value to measure assets
and liabilities. This guidance applies whenever other guidance requires (or permits) assets
1. Chapter 8, “Commodity Pools,” provides guidance on commodity pools.
2. The accounting guidance for certain of these unique activities (one example is derivatives and hedging
activities) is in the process of being revised, with exposure drafts in various stages of completion. Readers
should be alert for further developments.
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or liabilities to be measured at fair value and does not expand the use of fair value in any
new circumstances. According to the FASB ASC glossary, fair value is the price that would
be received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date. Although this clarification of the definition
of fair value retains the exchange price notion, it is now based on exit price rather than
entry price. This guidance emphasizes that fair value is a market-based measurement, not
an entity specific measurement.
7.05 A fair value measurement also assumes that the transaction to sell the asset or transfer the liability occurs in the principal market3 for the asset or liability or, in the absence of
a principal market, the most advantageous market for the asset or liability. FASB ASC
820-10-35-5 states that the principal (or most advantageous) market should be considered
from the perspective of the reporting entity.
7.06 The definition of fair value in FASB ASC 820 contains the term market participants. According to the FASB ASC glossary, market participants are buyers and sellers in
the principal (or most advantageous) market for that asset and liability that have all of the
following characteristics:
Independent of the reporting entity (that is, they are not related parties)
Knowledgeable, having a reasonable understanding about the asset or liability and
the transaction based on all available information, including information that
might be obtained through due diligence efforts that are usual and customary
Able to transact for the asset or liability
Willing to transact for the asset or liability (that is, they are motivated, but not
forced or otherwise compelled to do so)
The fair value of an asset or liability should be determined based on the assumptions that
market participants would use in pricing the asset or liability. The assumptions used by
market participants are referred to in the FASB ASC glossary as inputs. Inputs may be observable or unobservable and include assumptions about risk (for example, the risk inherent in a particular valuation technique used to measure fair value [such as a pricing model]
or the risk inherent in the inputs to the valuation technique).
7.07 To increase consistency and comparability in fair value measurements and related
disclosures, FASB ASC 820 establishes a fair value hierarchy, which prioritizes the inputs
to valuation techniques used to measure fair value into three broad levels. Per FASB ASC
3. See “Glossary—Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
Terms” for the definition.
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glossary, level 1 inputs are defined as quoted prices (unadjusted) in active markets for identical assets or liabilities that the reporting entity has the ability to access at the measurement date. Level 2 inputs are inputs other than quoted prices included within level 1 that
are observable for the asset or liability, either directly or indirectly. Level 3 inputs are
unobservable inputs for the asset or liability. Unobservable inputs should be used to measure fair value to the extent that observable inputs are not available, thereby allowing for
situations in which there is little, if any, market activity for the asset or liability at the
measurement date.
7.08 The fair value hierarchy in FASB ASC 820 gives the highest priority to quoted
prices (unadjusted) in active markets for identical assets or liabilities (level 1 inputs) and
the lowest priority to unobservable inputs (level 3). According to the FASB ASC glossary,
observable inputs are inputs that reflect the assumptions market participants would use in
pricing the asset or liability developed based on market data obtained from sources independent of the reporting entity. Unobservable inputs are inputs that reflect the reporting
entity’s own assumptions about the assumptions market participants would use in pricing
the asset or liability developed based on the best information available in the circumstances. Valuation techniques used to measure fair value should maximize the use of observable inputs and minimize the use of unobservable inputs. The fair value hierarchy
prioritizes the inputs to valuation techniques and not the valuation techniques.
7.09 FASB ASC 820-10-35-44 precludes the use of a blockage factor when using level 1
inputs to measure the fair value of financial instruments. If the reporting entity holds a position in a single financial instrument (including a block) and the instrument is traded in
an active market, the fair value of the position should be measured within level 1 as the
product of the quoted price for the individual instrument and the quantity held. The
quoted price should not be adjusted because of the size of the position relative to trading
volume (blockage factor). The use of a blockage factor is prohibited, even if a market’s normal daily trading volume is not sufficient to absorb the quantity held and placing orders to
sell the position in a single transaction might affect the quoted price.
7.10 FASB ASC 820 clarifies that fair value measurement is for a particular asset or liability and therefore the measurement should consider attributes specific to the asset or liability. For example, the condition or location, or both of the asset or liability and
restrictions, if any, of the sale or use of the asset at the measurement date is considered in
the measurement of fair value. A fair value measurement assumes the highest and best use
of the asset by market participants, considering the use of the asset that is physically possible, legally permissible, and financially feasible at the measurement date. In addition, a fair
value measurement for a liability assumes that the liability is transferred to a market participant at the measurement date (the liability to the counterparty continues; it is not settled) and that the nonperformance risk relating to the liability is the same before and after
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its transfer. Because nonperformance risk includes the reporting entity’s own credit risk,
the reporting entity should consider the effect of its credit risk (credit standing) on the fair
value of the liability in all periods in which the liability is measured at fair value.
7.11 According to FASB ASC 820-10-35-43, in some situations a quoted price in an active market might not represent fair value at the measurement date. That might be the case
if, for example, significant events (principal-to-principal transactions, brokered trades, or
announcements) occur after the close of a market, but before the measurements date. An
entity should establish and consistently apply a policy for identifying those events that
might affect fair value measurement. In the case where a quoted price is adjusted for
new information, the adjustment renders the fair value measurement a lower-level
measurement.
7.12 Although FCM/IBs value their portfolios at the close of trading on the principal
exchange on which the financial instruments are traded, significant events or price
changes, as discussed previously, that occur after this time, but before the end of the entity’s business day should be considered in the valuation of the financial instruments. Related financial instruments may be traded in tandem, for example, as part of an arbitrage
trading strategy whose profitability is determined by the relative value of the financial instruments. It is appropriate to review the prices occurring on different exchanges or in different markets for all the individual financial instruments in the trading strategy at a given
time to assign the proper value to all financial instruments encompassed in that financial
strategy.
7.13 Certain contracts are recognized in the financial statements of FCM/IBs at fair
value rather than at the amounts expected to be paid or received on the contractual settlement dates. For example, a foreign exchange forward contract may call for a party to deliver 1.3 million U.S. dollars in exchange for one million euros at a specified future date.
Under current reporting practice, the party would not record a receivable for the euros or
a payable for the U.S. dollars. Rather, a net amount reflecting the fair value of the position
would be reported in the statement of financial condition. Other examples of contracts for
which the fair values of the contracts (for example, rather than the notional amounts) are
recognized in the statements include futures, swaps, options, and forward transactions, including delayed deliveries and to-be-announced securities (TBAs).4 The fair values of these
contracts or accrued receivables or payables arising from the contracts may be offset only if
the provisions of FASB ASC 210-20 are met.5

4. For example, Government National Mortgage Association and other future government sponsored enterprises’ securitized pools that are announced and bought or sold for future settlement.
5. See also chapter 4, which contains more information on offsetting amounts related to certain contracts.
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7.14 Most other assets such as fixed assets, contractual accounts receivables, securities
purchased under agreements to resell (known as resale or reverse repurchase agreements or
reverse repos), securities borrowed, clearinghouse stock, and exchange memberships
owned that are carried as operating assets are reported at historical cost or at contract or
the fair value of collateral to be returned.6 Liabilities related to the FCM/IB’s operations,
such as securities sold under agreements to repurchase (known as repurchase agreements or
repos), are recorded at contract amounts or the fair value of collateral to be returned.

Financial Instruments Listed on a Recognized Exchange7
7.15 Ordinarily, management values financial instruments traded on recognized exchanges based upon quoted closing settlement prices. Such prices are published daily. For
a financial instrument listed on more than one recognized exchange, the financial instrument is valued at the closing settlement price on the exchange on which the financial instrument is principally traded. If appropriate, a composite quotation that reflects
subsequent price changes in the financial instrument occurring on another exchange
should be used. A financial instrument traded primarily on foreign exchanges is generally
valued at the U.S. dollar equivalent at the closing price on the principal exchange where it
is traded. In the absence of a principle market, the most advantageous market is used.
7.16 If trading in a commodity is halted because market limits are reached during the
trading day, the fair value of a financial instrument may not be readily determinable.
Those situations should be considered in determining an appropriate value for a particular
financial instrument held by the FCM/IB to properly reflect that financial instrument’s
fair value. See the discussion beginning at paragraph 7.03 for more information on determining fair value.

6. FASB ASC 860, Transfers and Servicing, sets forth guidance for distinguishing transfers of financial assets
that are to be accounted for as sales from transfers that are to be accounted for as secured borrowings. See
the discussion beginning at paragraph 7.42.
7. FASB Staff Position (FSP) FAS 157-3, Determining the Fair Value of a Financial Asset When the Market for
That Asset Is Not Active, clarifies the application of FASB Statement No. 157, Fair Value Measurements, in
a market that is not active and provides an example to illustrate key considerations in determining the fair
value of a financial asset when the market for that asset is not active. This FSP was effective upon issuance, October 10, 2008, including prior periods for which financial statements had not been issued.
This guidance is located in FASB ASC 820-10-35 and is labeled as “Pending Content” due to the transition and effective date information discussed in FASB ASC 820-10-65-2. For more information on FASB
ASC, please see the preface in this practice aid. Additionally, the guidance contained in this FSP is
consistent with Securities and Exchange Commission (SEC) Release No. 2008-234, which was issued on
September 30, 2008.
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Determination of Fair Value for Forward Contract Commitments and Other
Over-the-Counter Derivatives
7.17 The determination of fair values for forward contracts, which are not executed on
organized exchanges, can be difficult because fair values are often not readily available. The
fair value of forward contracts should be based on the value that most closely approximates
the price that the buyer or seller would expect to pay or receive, respectively, under the
conditions of the contract in the normal course of business. The following are examples of
factors that may be taken into consideration when determining the fair value of a forward
contract commitment:
The position in the market (buyer versus seller)
The volatility and duration of the underlying commodity
Interest rate volatility
The liquidity of forward transactions
Whether the contracts are in deliverable or nondeliverable commodities
The agreed upon form of storage and delivery
The quality or grade of the commodity to be delivered as specified in the forward
contract(s)
Geographic and transportation factors
The time remaining before the forward contracts are to be executed and the prevailing interest rates
The consequences of failure by either party to the forward contract to fulfill its contractual obligations
Other quotations
Corresponding prices of the underlying commodity in the spot, futures, and forward contract markets, including any artificial prices resulting from the imposition
of restraints, such as trading limitations
In considering such factors, management should estimate fair values that more clearly approximate those that would occur during the normal course of business.
7.18 Positions in the same commodity in different markets (such as cash versus futures)
are usually valued based on prices established at different market closing times. However,
they should be valued to reflect the relationship between the price of a position in one
market and the price of a position in the same commodity in another market.
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Fair Value Option
7.19 FASB ASC 825-10-25 permits an entity to elect to measure many financial instruments and certain other items at fair value. The fair value option established by this guidance may be elected at specified election dates and is irrevocable. An entity may apply the
fair value option to eligible items on an instrument by instrument basis (with a few exceptions, as noted in paragraphs 7–9 of FASB ASC 825-10-25). The election may be applied
only to entire instruments (and not to portions of instruments). A business entity should
report unrealized gains and losses on items for which the fair value option has been elected
in earnings at each subsequent reporting date.
7.20 Certain disclosures regarding items measured at fair value under the fair value option are required under FASB ASC 825, Financial Instruments. Many of the required disclosures are applicable to both interim and annual financial statements. See paragraphs
24–32 of FASB ASC 825-10-50 for details of the required disclosures. The objective of the
fair value option is to improve financial reporting by providing entities with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and liabilities differently without having to apply complex hedge accounting provisions.
7.21 As a result of the fair value option, FCMs and IBs may measure many financial instruments and certain other assets and liabilities at fair value on an instrument-by-instrument basis. The result is that FCMs and IBs may elect the measurement attribute for
certain assets and liabilities. The key implications of the fair value option include the
following:
By electing the fair value measurement attribute for most financial instruments,
FCMs and IBs will be able to mitigate potential mismatches that arise under the
mixed measurement attribute model. For example, potential mismatches may arise
because certain financial assets are required to be measured at fair value, but the related financial liabilities are required to be measured at amortized historical cost.
This election, once made, is irrevocable.
FCMs and IBs will be able to offset changes in the fair values of a derivative instrument and the related hedged item by selecting the fair value option for the hedged
item. This means entities can avoid having to apply the complex hedge accounting
provisions of FASB ASC 815, Derivatives and Hedging.
Because the fair value option is not a requirement, the result may be reduced comparability of entities’ financial reporting, both among similar entities and within a
single entity because similar assets or liabilities could be reported under different
measurement attributes (that is, some at historical cost and some at fair value).
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7.22 The fair value option applies to financial assets and financial liabilities as defined in
FASB ASC 825. In addition to certain commonly recognized financial assets and financial
liabilities, the following items qualify for the fair value option:
Rights and obligations under insurance contracts that are financial instruments, as
well as under insurance contracts that are not financial instruments because (a)
they require or permit the insurer to provide goods or services rather than a cash
settlement and (b) the insurance contract’s terms permit the insurer to settle by
paying a third party to provide goods and services.
Rights and obligations under a warranty that are not financial instruments because
they require or permit the warrantor to provide goods or services rather than a cash
settlement, and the warranty’s terms permit the warrantor to settle by paying a
third party to provide goods and services.
Host financial instruments resulting from the separation of an embedded nonfinancial derivative from a nonfinancial hybrid instrument under FASB ASC 81515-25-14, subject to the scope exceptions in FASB ASC 825-10-15-5 (for example,
a nonfinancial hybrid instrument in which the value of the bifurcated embedded
derivative is payable in cash, services, or merchandise, but the debt host is payable
only in cash).
Firm commitments that would otherwise not be recognized at inception and that
involve only financial instruments (for example, a forward purchase contract for a
loan that is not readily convertible to cash—that commitment involves only financial instruments—a loan and cash—and would not otherwise be recognized because it is not a derivative instrument).
Written loan commitments.
7.23 Therefore, financial instruments such as loans receivable and payable and items
such as equity-method investments subject to the guidance in FASB ASC 323, Investments—Equity Method and Joint Ventures, qualify for the fair value option.
7.24 The fair value option under FASB ASC 825 has a significant amount of material to
be evaluated by an FCM or IB for its effect on financial reporting. Readers are encouraged
to refer to this material for more information.

Trade Date Accounting
7.25 Risks, benefits, and economic potentials are created and conveyed at the trade date
(that is, the inception of a contract), which is when the major terms have been agreed to
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by the parties. To properly reflect the economic effects of purchase and sale transactions
for commodity contracts, that is, to reflect the assumption of the risks and rewards resulting from changes in the value of commodity contracts, FCM/IBs should account for the
changes in value relating to all transactions in commodities contracts from trade date.
7.26 Commodity contracts, including both futures contracts and options on futures
contracts, which are traded on an exchange (called a contract market in the CFTC’s regulations), are cleared through the exchange’s clearing organization, which acts as a guarantor
of performance for each contract accepted for clearance. The trades are matched according
to clearing member firm, quantity, price, and so forth. To clear transactions, an FCM must
be both an exchange member and a member of the clearing organization. However, a nonmember firm wishing to execute a transaction may establish a proprietary or omnibus account or fully disclosed arrangement with a clearing member firm.
7.27 Exchange-traded commodity contracts are considered cleared on the day, and the
exact time of day, the trade is executed. Although, the trades are processed on an overnight
basis, all accounting for the contracts is recorded as of the day of the trade.
7.28 Certain other contracts are also recognized on a trade-date basis. Contracts that are
defined as derivative instruments according to FASB ASC 815-10-15-83 are measured at
fair value and recognized in the statement of financial condition as either assets or liabilities depending on the rights or obligations under the contracts. The fair values of unsettled
delayed-delivery trades should be based on prices for forward-settling trades. The fair values of these contracts or of accrued receivables or payables arising from the contracts may
be offset only if the provisions in ASC 210-208 are met.
7.29 For physical or cash commodities (such as lumber, crude oil, agricultural products,
and base and precious metals) held by FCMs, changes in fair value are recognized currently in the statement of income. The recognition of the contractual amount of such
transactions in the statement of financial condition is typically when title passes.

Customer Transactions
Customer Funds
7.30 Cash deposits received by an FCM from customers to margin, secure, or guarantee
their commodity transactions are recorded as liabilities to customers. Such cash deposits

8. See footnote 5 at paragraph 7.13.
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with an FCM become available for investment by the FCM subject to the customer
segregation rules.
7.31 An FCM’s investments of customer-segregated funds are made in the name of the
FCM and are required to be held in safekeeping or depository accounts for the benefit of
the FCM’s customers. The FCM reports these investments on its statement of financial
condition and discloses in the notes to its financial statements that the investments are segregated or separated for the benefit of its customers. The FCM is also required to take applicable haircuts on the customer-invested funds pursuant to Securities and Exchange
Commission (SEC) Rule 15c3-1.
7.32 Absent an agreement with its customers to the contrary, the FCM retains the risks
and benefits associated with these investments and reports the income from the investment of customers’ funds on its income statement. An FCM values these investments at
fair value and accounts for the results of such investments in the income statement for the
current period.

Customer-Owned Property
7.33 Customers may also deposit securities (usually U.S. government obligations), and
other property with an FCM to margin, guarantee, or secure their commodity futures and
options trades or contracts. Some cash deposits by customers may be accompanied by a
customer’s instructions that a specified amount or percentage of the cash deposited is to be
invested in U.S. government obligations on behalf of the customer and credited to the customer’s account in the form of the security rather than cash. Such securities, owned by the
customers and not by the FCM, are not to be shown on the face of the statement of financial condition. See paragraphs 4.37 and 4.53 for a discussion of the reporting of customer owned securities in the financial statements, including customer owned net option
values.

Commodity Positions
7.34 An FCM may hold for others cash commodity inventory, open forward contracts,
and open commodity futures and options contracts. Unlike cash, instruments such as
commodities, forwards, futures, and options are executory contracts. As such, the notional
value of the underlying contracts for positions to which the FCM is committed is not
recorded by the FCM. However, for regulatory purposes the FCM is still required to reflect the applicable charges for inventory owned or sold short, and for open contracts.
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7.35 In its accounting books and records, typically, an FCM will aggregate the total equity balances of its customers’ accounts into a general ledger account for its net payable to
Section 4d(2) customers (segregated accounts), and into another general ledger account
for its net payable to Part 30 foreign futures and options customers (secured accounts).
Daily mark-to-market price adjustments for customer positions are charged or credited on
a daily basis to the customer’s individual account and to the previously mentioned general
ledger accounts.
7.36 For financial reporting purposes, customer accounts having debit or deficit balances are reclassified from the FCM’s balance for net total equities payable to customers
and are reported in total as a receivable due to the FCM from its customers.

Statement of Financial Condition Considerations
Due From and Due to Other FCM/IBs and Clearing Organizations
7.37 Amounts due from and due to other FCM/IBs and clearing organizations may
arise from the following:
Clearing organization balances
Commissions
Deposits
7.38 Balances arising from the foregoing, except for the net payable or receivable arising
from net daily variation settlements, are reported gross on the statement of financial condition, unless certain criteria are met. That is, an FCM/IB may report on a net basis
payables and receivables associated with clearing through a clearing organization that
provides for and guarantees net settlement balances, provided the criteria of FASB ASC
210-20 are met.

Deposits
7.39 A firm or individual that is a member of a commodity exchange’s clearing organization is usually required to deposit cash or securities with the clearing organization. The
cash and securities are generally used to margin, secure, or guarantee the member’s obligations arising from the commodity positions the member maintains at the clearing
organization.
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Repurchase Transactions9
7.40 FCMs enter into a variety of transactions that may be required to be accounted for
either as sales of financial assets or as secured borrowings,10 depending on the terms of the
particular transaction. These include repurchase (repo) and reverse repurchase (reverse
repo) agreements and dollar repurchase agreements (dollar rolls).
7.41 Repo and reverse repo agreements are typically documented as sales of securities
with forward purchase/sales contracts. In a repo agreement, a security is sold with an
agreement to repurchase the security from the buyer; in a reverse repo agreement, a security is purchased with an agreement to resell the security to the seller-lender at a stated
price plus interest at a specific date or in specified circumstances.11
7.42 FASB ASC 860, Transfers and Servicing, sets forth guidance for distinguishing
transfers of financial assets that are to be accounted for as sales from transfers that are to be
accounted for as secured borrowings.12 FASB ASC 860-10-40 states that a transfer of financial assets (all or a portion of a financial asset) in which the transferor surrenders control over those financial assets should be accounted for as a sale to the extent that
consideration other than beneficial interests in the transferred assets is received in exchange. Per FASB ASC 860-10-40-5, the transferor has surrendered control over transferred assets if all of the following conditions are met:

9. FSP FAS 140-3, Accounting for Transfers of Financial Assets and Repurchase Financing Transactions, provides additional guidance regarding accounting for a transfer of a financial asset and a repurchase financing. It is presumed that an initial transfer of a financial asset and a repurchase financing are
considered part of the same arrangement (linked transaction) under FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities—a replacement of
FASB Statement No. 125. However, if certain criteria are met, the initial transfer and the repurchase financing should not be evaluated as a linked transaction and should be evaluated separately under FASB
Statement No. 140. This FSP is effective for financial statements issued for fiscal years beginning after
November 15, 2008, and interim periods within those fiscal years. This FSP shall be applied prospectively to initial transfers and repurchase financings for which the initial transfer is executed on or after
the beginning of the fiscal year in which this FSP is initially applied. This guidance is not yet incorporated into FASB ASC 860 at the time of publication. For more information on FASB ASC see the preface of this practice aid.
10. Secured borrowings, as that term is used in FASB ASC 860, are sometimes referred to as collateralized
financings.
11. In certain industries, the terminology is reversed.
12. FASB is deliberating several exposure drafts that may affect the accounting of certain financial instruments, including derivatives. Readers should be alert for further developments.
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a. The transferred assets have been isolated from the transferor—put presumptively
beyond the reach of the transferor and its creditors, even in bankruptcy or other
receivership.
b. Each transferee (or, if the transferee is a qualifying special-purpose entity, each
holder of its beneficial interests) has the right to pledge or exchange the assets (or
beneficial interests) it received, and no condition both constrains the transferee (or
holder) from taking advantage of its right to pledge or exchange and provides more
than a trivial benefit to the transferor.
c. The transferor does not maintain effective control over the transferred assets
through either (1) an agreement that both entitles and obligates the transferor to
repurchase or redeem them before their maturity or (2) the ability to unilaterally
cause the holder to return specific assets, other than through a cleanup call.
If a transfer of financial assets in exchange for cash or other consideration (other than beneficial interests in the transferred assets) does not meet these criteria for a sale, the transfer
is to be accounted for by the transferor and transferee as a secured borrowing with a pledge
of collateral.
7.43 Per FASB ASC 860-30-25-7, many repurchase and reverse repurchase transactions
are accompanied by an agreement that entitles and obligates the transferor to repurchase
or redeem transferred assets before their maturity. This agreement maintains the transferor’s effective control over the assets and if the conditions in FASB ASC 860-10-40-24
are met, the transfer would be accounted for as a secured borrowing. In that case, either
cash or securities that the holder is permitted by contract or custom to sell or repledge received as collateral are considered the amount purchased, the securities sold are considered
pledged as collateral against the cash borrowed and reclassified as set forth in FASB ASC
860-30-45-1, and any rebate paid to the transferee of securities is interest on the cash the
transferor is considered to have borrowed.
7.44 FASB ASC 860-30-25-8 explains that the transferor of securities being sold accounts for cash received in the same way whether the transfer is accounted for as a sale or
a secured borrowing. Cash collateral or securities received as collateral that a securities
lender is permitted to sell or repledge are the proceeds of a borrowing secured by them.
The cash received should be recognized as the transferor’s asset, as should investments
made with that cash, even if made by agents or in pools with other securities lenders, along
with the obligation to return the cash. If securities that may be sold or repledged are received, the transferor of the securities being sold accounts for those securities in the same
way as it would account for cash received. See FASB ASC 860-30-55-1 for an illustration
of a securities lending transaction that is accounted for as a secured borrowing in which
cash collateral is transferred.
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7.45 The accounting for noncash collateral by the debtor (or obligor) and the secured
party depends on whether the secured party has the right to sell or repledge the collateral
and on whether the debtor has defaulted.13 FASB ASC 860-30-25 provides guidance on
accounting for collateral.
7.46 Fixed-coupon and dollar-roll repurchase agreements, and other contracts under
which the securities to be repurchased need not be the same as the securities sold, qualify
as borrowings if the return of substantially the same securities as those concurrently transferred is assured (as per FASB ASC 860-10-40-24). Therefore, those transactions should
be accounted for as secured borrowings by both parties to the transfer.
7.47 Balances arising from repurchase and reverse repurchase transactions that are accounted for as secured borrowings are reported gross on the statement of financial condition. Because repurchase and reverse repurchase transactions do not typically have explicit
settlement dates, they do not meet the requirement, in FASB ASC 210-20-45-1, that the
reporting party intends to set off. Balances arising from repo transactions treated as secured borrowings should be reported gross in the statement of financial condition unless
all of the provisions of paragraphs 11–13 of FASB ASC 210-20-45 are met.

Exchange Memberships Owned or Contributed
7.48 The accounting for exchange memberships depends on the rights they convey and
the reasons they are held as assets:
Exchange memberships should be accounted for at cost14 or at a lesser amount if
there is an other-than-temporary impairment in value if they represent (a) both an
ownership interest and the right to conduct business on the exchange, which are
owned by an FCM/IB and held for operating purposes, or (b) an ownership interest, which must be held by an FCM/IB to conduct business on the exchange.

13. Cash collateral (sometimes used, for example, in repurchase and reverse repurchase transactions) should
be derecognized by the payer and recognized by the recipient, not as collateral, but rather as proceeds of
either a sale or borrowing as per FASB ASC 860-30-25-4.
14. FCMs may want to consider whether they are able to elect to measure these exchange memberships at
fair value with changes in unrealized gains and losses recognized in earnings. See the discussion beginning at paragraph 7.19 for more information on the fair value option.
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Exchange memberships should be accounted for as intangible assets in accordance
with FASB ASC 350, Intangibles—Goodwill and Other,15 if they represent only the
right to conduct business on an exchange. Such memberships may have finite or indefinite lives based on the terms of the arrangement and the estimated life of the
exchange.
Exchange memberships contributed for the use of the FCM/IB and subordinated
to claims of general creditors should be accounted for at fair value with an equal
and offsetting amount accounted for as liabilities subordinated to claims of general
creditors.

Suspense Accounts
7.49 Because of the number of transactions that take place when trades are cleared for
the FCM/IB or its customers, unreconciled differences and trading errors may occur. Unreconciled differences are recorded at the amount of the transaction with an appropriate
valuation account until a determination of the cause of the differences is made and the differences are resolved. Positions and related monies arising from trading errors and out
trades are recorded in the FCM/IB’s error (suspense) account until they are resolved. The
underlying positions are marked-to-market and the gain or loss is recognized in income.
An FCM/IB often has several suspense accounts to simplify the identification and resolution of differences.

Variable Interest Entities
7.50 FASB ASC 810, Consolidation, addresses consolidation by business enterprises of
variable interest entities with certain characteristics. Per the FASB ASC glossary, a variable
interest entity (VIE) refers to an entity subject to consolidation according to the provisions
of the VIE subsections of FASB ASC 810-10. The VIE subsections of FASB ASC 810-10
clarify the application of FASB ASC 810 to certain entities in which equity investors do
not have the characteristics of a controlling financial interest or do not have sufficient equity at risk for the entity to finance its activities without additional subordinated financial
support. FASB ASC 810-10-50 provides disclosure requirements.

15. FSP FAS 142-3, Determination of the Useful Life of Intangible Assets, amends factors that should be considered in developing renewal or extension assumptions used to determine the useful life of a recognized
intangible asset under FASB Statement No. 142, Goodwill and Other Intangible Assets. This FSP is effective for financial statements issued for fiscal years beginning after December 15, 2008, and interim periods within those fiscal years. Early adoption is prohibited. At the date of publication, this guidance is
in FASB ASC 350, Intangibles—Goodwill and Other, and is labeled as “Pending Content” due to the
transition and effective date information. For more information on FASB ASC, please see the preface in
this practice aid.
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Derivatives16
7.51 FCMs enter into derivative transactions to act as intermediary, to take proprietary
positions, to affect economic hedges of instruments in other trading portfolios, to execute
arbitrage strategies, or to hedge stock in exchanges, long-term debt, or long-dated resale
and repurchase transactions.
7.52 Accounting and reporting guidance for derivative instruments, including certain
derivative instruments embedded in other contracts, and for hedging activities17 are in
FASB ASC 815. Although the full text of FASB ASC 815 should be consulted for accounting and reporting issues related to derivative instruments and hedging activities,
salient points of those requirements are summarized in the subsequent paragraphs.
7.53 As defined in FASB ASC 815-10-15-83, a derivative instrument is a financial instrument or other contract with all of the following characteristics:
The contract has both of the following terms, which determine the amount of the
settlement or settlements and, in some cases, whether or not a settlement is required. The contract should have the following:
— One or more underlyings
— One or more notional amounts18 or payment provisions, or both
The contract requires no initial net investment or an initial net investment that is
smaller than would be required for other types of contracts that would be expected
to have a similar response to changes in market factors.
The contact can be settled by any of the following means (1) Its terms implicitly or
explicitly require or permit net settlement, (2) it can readily be settled net by a
means outside the contract, or (3) it provides for delivery of an asset that puts the
recipient in a position not substantially different from net settlement.

16. See paragraph 4.98 for information on FASB Statement No. 161, Disclosures about Derivative Instruments and Hedging Activities—an amendment of FASB Statement No. 133.
17. FCMs mark investments in trading instruments and hedges to market. Auditors should be aware of this
practice as they review the provisions of FASB ASC 815, Derivatives and Hedging.
18. Sometimes other names are used. For example, the notional amount is called the face amount in some
contracts.
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7.54 The underlying commodities in the commodity futures contracts currently traded
include grains, soybeans, rice, potatoes, sugar, coffee, and other foodstuffs; cotton; meat
products, such as live and feeder cattle, pork bellies and live hogs, and broilers (chickens);
precious and other metals, including gold, silver, copper, palladium, and platinum; foreign
currencies; and energy products such as crude oil, heating oil, and leaded and unleaded
gasoline. Contracts in financial instruments, such as U.S. Treasury bills, bonds and notes,
Government National Mortgage Association securities, bank certificates of deposits, and
Eurodollars are traded by those who wish to speculate or hedge using various interest rate
futures. More recently, stock index futures contracts have been introduced for hedging
portfolios or for speculating against changes in stock market prices. Most commodity futures contracts can be settled by taking or making delivery of the actual underlying commodity. Futures on stock market indexes and certain other futures are settled in cash.
Exchange-traded options on futures contracts must be settled through the delivery of the
related futures contract by book entry. Although a futures contract may be settled by delivery, virtually all of the commodity futures and option contracts are not settled by delivery, but rather with an offsetting purchase or sale of the same futures or options contracts.
Future contracts are considered to be derivatives under the definitions of FASB ASC 815.
Physical commodities, such as those held in warehouses or depositories, are not derivatives
and would be treated as inventory by an FCM or IB.
7.55 Derivative products (such as interest rate and currency swaps, swaptions, caps, and
floors) involve certain unique settlement procedures. The settlement of these products
does not involve the delivery of physical or book entry securities, but rather involves only
cash exchanges between counterparties based on interest rates and notional or contract accounts. Settlement procedures for interest rate swaps require the monitoring and calculation of the required interest payment for the floating rate cash flow and the calculation of
the fixed-rate interest payment for the fixed-rate cash flow. Once these amounts are determined on the interest payment date, the cash payments are then transmitted to the appropriate counterparty by the method specified in the master swap agreement, such as wire or
check.
7.56 Often, an FCM or IB will have more than one swap agreement with a counterparty. If a master netting agreement is in place, generally, the counterparty can net the interest payments or receipts and one net cash payment will be made to or from the FCM or
IB on the interest payment date in accordance with FASB ASC 815-10-45-5. The floating
rate cash flow of an interest rate swap must be continually updated as specified under the
terms of the swap agreement to enable the FCM or IB to calculate the interest payment or
receipt from the contract and also to calculate unrealized gain or loss on a contract.
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7.57 Caps, floors, and swaptions are settled solely for cash and do not require the exchange of physical or book entry securities. For interest rate caps, up-front payments or
premiums are paid to the writer in exchange for the right to receive the excess of a reference interest rate over a given rate. For interest rate floors, premiums are paid to the writer
for the right to receive the excess of a given rate over a reference interest rate. The underlying contract must be monitored continuously to determine whether the change in the
floating rate has triggered the cap or floor. Once triggered, the cash payments or receipts of
the amounts in excess of the cap amount and the amounts below the floor amount must
be calculated. Again, cash payments are made in accordance with the master swap agreement. On the interest payment date, cash payments or receipts can be netted for counterparties that have a master netting agreement and where such agreements meet the criteria
in GAAP, as discussed herein.
7.58 Swaptions are options to enter into an interest rate swap at a future date or to cancel an existing swap in the future. Premiums are paid to the writers of swaptions. Upon exercise of the swaption, the same clearance procedures would apply for interest rate swaps
or the swap would terminate with no further cash payment or receipt.
7.59 In accordance with FASB ASC 815-10-05-4, an FCM or IB should recognize derivative instruments, including certain derivative instruments embedded in other contracts, as either assets or liabilities in the statement of financial condition and measure
those instruments at fair value.
7.60 FASB ASC 815-15-25-4 states that an entity that initially recognizes a hybrid financial instrument, which would be required to be separated into a host contract and a derivative instrument, may irrevocably elect to initially and subsequently measure that
hybrid financial instrument in its entirety at fair value. Under that election, changes in fair
value would be recognized in earnings.
7.61 The fair value election applies to a broad set of hybrid financial instruments, and
the election is available to both issuers and purchasers/holders of hybrid financial instruments with embedded derivatives that would be subject to bifurcation. As a result, hybrid
financial instruments, which are liabilities to the issuer (for example, debt instruments
with equity- or commodity-indexed derivatives, such as volumetric production payments
and other obligations with settlement amounts that vary based on an equity or commodity price), may be eligible for the fair value election. Allowing financial liabilities such as
debt instruments to be reported at fair value is a significant change from past accounting
practice.
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7.62 The FCM or IB must elect the fair value option on an instrument-by-instrument
basis at acquisition, issuance, or when a previously recognized financial instrument is subject to a remeasurement (new basis) event. FASB ASC 815-15-25-5 states that the election
is irrevocable and is required to be supported by concurrent documentation or a preexisting documented policy for automatic election. Additionally, a hybrid financial instrument
for which the fair value option is elected may not be designated as a hedging instrument in
accordance with FASB ASC 815.
7.63 Per FASB ASC 815-10-05-4, if certain conditions are met, a derivative may be
specifically designated as (a) a hedge of the exposure to changes in the fair value of a recognized asset or liability, or an unrecognized firm commitment, that is attributable to a
particular risk, (b) a hedge of the exposure to variability in the cash flows of a recognized
asset or liability, or of a forecasted transaction, that is attributable to a particular risk, or (c)
a hedge of the foreign currency exposure of a net investment in a foreign operation, an unrecognized firm commitment, an available-for-sale security, or a forecasted transaction.
7.64 Accounting for changes in the fair value of a derivative (that is, gains and losses) depends on the intended use of the derivative and the resulting designation.
7.65 The guidance in FASB ASC 820 applies for derivatives and other financial instruments measured at fair value under FASB ASC 815 at initial recognition and in all subsequent periods.
7.66 FASB ASC 820 clarifies that the fair value measurements include adjustments for
risk. Accordingly, a measurement (for example, a mark-to-model measurement) that does
not include an adjustment for risk would not represent a fair value measurement if market
participants would include one in pricing the related asset or liability.
7.67 As mentioned previously, for derivatives that are carried at fair value, the resultant
gains and losses from changes in fair value are recorded currently in income. Quoted market prices provide the most reliable fair value for derivatives traded on a recognized exchange. Fair value for derivatives not traded on a recognized exchange is generally
considered to be the value that could be realized through termination or assignment of the
derivative. Factors that could influence the valuation of an individual derivative include
the counterparty’s credit standing and the complexity of the derivative. If those factors differ from those basic factors underlying the quote, an adjustment to the quoted price
should be considered. Further, in determining a derivative’s value, consideration should be
given to recognizing and providing for credit and liquidity risk and the operational and
administrative costs associated with the management of derivative portfolios. The methods for determining the amount of credit risk and operational costs may differ among
dealers.
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7.68 To illustrate, common valuation methodologies for an interest-rate swap incorporate a comparison of the yield of the swap with the current treasury security yield curve
and swap to treasury spread quotations, or the current swap yield curve. The swap yield
curve is derived from quoted swap rates. Dealer bid and offer quotes are generally available
for basic interest-rate swaps involving counterparties whose securities are investment
grade. (The Group of Thirty Report, Derivatives Practices and Principles, contains several
recommendations regarding dealer pricing, including that derivatives portfolios be valued
based on mid-market levels less specific adjustments.)19

Statement of Income Considerations
Commission Income, Floor Brokerage, and Clearing Costs
7.69 An FCM/IB earns commission income for services rendered for customers. The
specific services involve the opening and closing of customer futures contract positions.
The FCM charges the customer’s trading account for commissions on the trades when the
position is closed out by an offsetting trade. Because the FCM has performed all the required services and incurred the related costs of earning one-half of the round-turn commission after a futures position has been opened, the FCM should accrue the commission
at that time, though the commission is not charged to the customer’s account until the position is closed out. (See also the discussion beginning at paragraph 4.69.)
7.70 For exchange-traded options, some FCMs may charge a customer commissions
twice for an option trade, that is, when the option is first executed for the customer’s account and when the position is exercised or offset. Other FCMs may have an all-inclusive
commission charge for an option trade that allows the customer to execute the option, let
the option expire, or offset the option position by executing another option trade. As with
futures, commission income should be recognized on a half-turn basis, no matter how it is
charged. Given the unique characteristics of options, however, the FCM should, based on
experience, recognize full commissions on those options that it estimates will expire without being exercised or offset, and one-half commissions on those options expected to be either exercised or offset. The other half of the commission would then be recognized at the
time the option is exercised, offset, or expired.
7.71 A similar approach should be used for the recognition of the related floor-brokerage costs, clearing costs, and commission expense on open positions with correspondent
brokers. The FCM pays the floor brokers and clearing organizations for opening a position
19. Group of Thirty. Derivatives: Practices and Principles. Washington, DC: Group of Thirty, 1993. [Group
of Thirty, 1990 M Street, N.W., Washington, DC 20036].
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(executing a trade) for a customer and separately for closing a customer’s position by an
offsetting trade. If an FCM clears its customers’ trades through a correspondent broker
rather than directly at an exchange clearing organization, it should accrue the correspondent’s half-turn commission charge on open positions. The FCM incurs expenses for these
transactions and should record an appropriate amount of income at the half-turn.

Interest, Dividends, and Rebates
7.72 The income statement classification of interest, dividends, and rebate income and
expense varies because certain transactions are entered into as financings, while others are
entered into as part of trading strategies.
7.73 Repo transactions may be entered into for the purpose of financing positions (such
as, instead of a bank loan). If such transactions are accounted for as financing transactions,
the rebate or interest expense should be reflected in the income statement as an expense
separate and apart from any trading gains or losses.
7.74 In addition, FCM/IBs frequently enter into matched repo and reverse repo agreements as part of a matched-book trading strategy. Further, complex trading strategies often
involve many long and short positions in different products so that those positions reflect
a trading position that is different from its individual components (for example, box
spreads, conversions, and reversals). For those activities, the resulting income and expense
may be reflected net in the income statement with disclosure of the gross components either on the face of the income statement or in the notes to the financial statements.
7.75 FCM/IBs also enter into derivatives transactions, either to take the other side versus customers, or for hedging. If the derivatives transactions are for trading purposes, to
take the other side versus customers or outside counterparties, resulting gains and losses
are typically reported as trading gains and losses on a net basis.
7.76 If the transactions are done for hedging, FASB ASC 230-10-45-27 permits cash
flows resulting from futures contracts, forward contracts, option contracts, or swap contracts that are accounted for as hedges of identifiable transactions or events to be classified
in the same category as the cash flows from the items being hedged, provided that the derivative instrument does not include an other-than-insignificant financing element at inception, other than a financing element inherently included in an at-the-market derivative
instrument with no prepayments (that is, the forward points in an at-the-money forward
contract) and that accounting policy is disclosed.
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Chapter 8

Commodity Pools
Overview
8.01 A commodity pool (pool) is an investment vehicle that is organized as a limited
partnership, limited liability company, trust, corporation, or similar form of enterprise,
and structured so that the pool itself is not subject to U.S. tax and in which the funds of
investors are combined into a single investment vehicle for making investments that include the trading of commodity futures or options on futures contracts. Many pools also
trade other financial instruments, including foreign currencies, forward contracts and securities. From an accounting perspective, commodity pools meet the definition of an investment company and follow the accounting provisions found in Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC) 946, Financial Services—Investment Companies, as discussed in the AICPA Audit and Accounting Guide
Investment Companies.
8.02 Generally, a pool is legally structured so that an investor, other than the general
partner, cannot lose more than his or her investment. This is in contrast to an individual
futures account in which the owner of the account is liable for the full amount of any
losses. The commodity pool operator (CPO) is required to register with the Commodity
Futures Trading Commission (CFTC) and must be a member of the National Futures
Association (NFA).
8.03 Any collective investment vehicle that is operated for the purpose of trading commodity futures and options on commodity futures contracts is deemed under applicable
CFTC regulations to constitute a commodity pool, subject to limited exclusions for “otherwise regulated” entities that make limited use of futures, such as registered investment
companies and Employee Retirement Income Security Act of 1974 (ERISA) plans. Securities trading is included in many pool portfolios, but if such trading constitutes the primary business of the pool, the pool may also be an investment company and be subject to
both Securities and Exchange Commission (SEC) and CFTC regulation. Depending
upon the number and types of investors, a pool offering may be required to be registered
with the SEC as a public offering pursuant to the Securities Act of 1933. Also, the pool
may be required to register and report under the Securities Exchange Act of 1934, but not
under the Securities Act of 1933 (for example, if the number of investors in an existing
private placement commodity pool exceeds 500).
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8.04 The investors usually share in the pool’s trading profits or losses on a pro rata basis
according to the percentage of each participant’s respective interest or investment in the
pool and the terms of the partnership or other agreement governing the pool’s organization and operations.
8.05 A pool may conduct a broad range of investment activities, including exchangetraded commodities and securities, over-the-counter (OTC) financial instruments and investment contracts in other pools or securities funds. A pool may use an entity affiliated
with its CPO to execute trades, carry accounts, or provide other services. Any entity that
invests in one or more pools is itself a commodity pool, even though it does not directly
trade in futures. These and all other investment activities are described in its disclosure
document, prospectus, or offering memorandum.
8.06 In recent years, the managed funds industry and the number of pools within the
industry have grown substantially. Among the reasons given for the growth of the number
of pools are the following:
Expected noncorrelation with traditional stock and bond markets
Opportunity to profit in rising and falling markets
The increased interrelatedness of the various kinds of financial markets, which has
presented increased opportunities for hedging and arbitrage trading
The globalization of financial markets and intermarket linkages
Increased investor interest in commodities as an area of investment and speculative
opportunities
The increased availability of professional advice and management for commodities
investments through traditional brokerage firms
Development of new forms of pools, such as the guaranteed pool, which offers limitations on an investor’s losses if held until the guaranteed target date
Significantly higher revenues available to the CPO and broker than on comparable
investments

How Pools Are Organized
8.07 Although most U.S. pools are organized as limited partnerships or limited liability
companies, pools may also be organized as investment trusts, group trusts, or similar entities. In a pool organized as a limited partnership, the person or entity operating the pool is
usually the general partner.
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8.08 Each general partner in a limited partnership pool is a CPO and must be registered
with, and is subject to, the CFTC’s regulations concerning CPOs, unless exempted by the
CFTC.
8.09 Pool offerings to the public are required to be registered with the SEC and the regulatory authorities for the state in which the pool is being offered. The states, but not the
SEC or CFTC, impose certain substantive restrictions on the business terms of publicly
offered pools, relating, for example, to maximum advisory fee and brokerage commission
levels.

Kinds of Commodity Pools
8.10 Pools may be characterized according to how they are legally organized, what they
invest in, whether they are onshore or offshore, or according to some special feature, such
as a guaranteed return of principal. Some types of pools are typically referred to as the
following:
Multiple (or multi) advisor funds
Fund of funds
Principal-protected, or guaranteed, pools
Mixed commodities or securities funds (hedge funds or unregistered investment
partnerships)
Offshore funds
Master-feeder funds
Multiple-class funds
8.11 A multiadvisor fund is a pool that uses multiple commodity trading advisors
(CTAs) that generally trade in dissimilar commodity markets with different strategies and
overall objectives. Typically, the CPO will allocate and reallocate the pool’s participation
among existing CTAs or with additional and replacement CTAs.
8.12 A fund of funds is a pool that invests some or all of its assets in other pools, called
investee pools. An investee pool may itself be a fund of funds. As discussed later in this
chapter, this kind of arrangement raises certain audit and disclosure issues. The increasing
number of fund of funds may be explained by the fact that some CTAs have converted
their format of managing customers’ money from a separate managed accounts format to
a pool format and will only manage customers’ money in their pool. Such CTAs, operating in this environment, would need to be registered as a CPO. Also, certain pools have
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very large minimum direct investment requirements that make accessing these CTAs impossible for some investors, except through a fund of funds that has a smaller minimum
direct investment requirement.
8.13 A principal-protected or guaranteed pool is a pool that offers its investors a guarantee that their investment in the pool will be of a certain value, usually the value of their
original investment, as of a specific date in the future. The guarantee may be funded or unfunded. To fund a guarantee against loss, a pool may set aside part of its assets and purchase U.S. Treasury bills, zero coupon bonds, or secure a letter of credit. The amount of
riskless assets set aside, often in a separate legal entity and removed from exposure to trading losses, is sufficient to yield, at the end of the program, the amount guaranteed to investors. Guaranteed pools accept the substantial opportunity costs of trading with only
part of their capital in return for a guaranteed stop-loss level. If unfunded, the guarantee
may be provided by the general partner or an affiliate of the general partner.
8.14 A mixed commodities/securities fund is a pool that invests most of its assets in securities and other investments, such as OTC instruments. Such pools are often called
hedge funds or investment partnerships. They may seek to minimize market risks or maximize returns by holding securities and other investments believed likely to increase in
value and simultaneously being short in securities believed likely to decrease in value. They
use commodity futures as investment positions or as hedges for their security investments.
They may also use leverage techniques.
8.15 An offshore fund is a pool that is organized outside the United States. Foreign investors usually invest in offshore pools to avoid U.S. regulation and tax ramifications or to
provide their investors more favorable tax treatment. A foreign investor who invests in a
U.S. limited partnership is generally subject to U.S. tax on all income effectively connected to a U.S. trade or business (ECI). An exception for trading in stocks, securities, or
commodities exists for the taxpayer’s own account, for which most funds that only invest
in commodities would qualify. However, certain income is still considered ECI, such as
rental income or income flowing from an operating partnership. Consequently, most
mixed commodities and securities funds (particularly those invested in underlying partnerships) marketed to foreign investors generally are formed as offshore funds to avoid this
potential tax. U.S. nontaxable entities generally invest in offshore funds as well to avoid
taxation on their unrelated business taxable income (UBTI). Any offshore fund with U.S.
taxpaying participants effectively loses its offshore status because it becomes subject to
U.S. filing requirements and must comply with U.S. tax law, which includes many restrictions on the contracts and instruments in which the pool may trade in order to provide favorable tax treatment to its investors.
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8.16 Offshore funds operated by a registered CPO may claim an exemption under
CFTC Regulations 4.7, Exemption from certain part 4 requirements for commodity pool operators with respect to offerings to qualified eligible persons and for commodity trading advisors
with respect to advising qualified eligible persons, 4.12, Exemption from provisions of part 4, or
4.13, Exemption from registration as a commodity pool operator. The regulations provide for
various relief regarding disclosure, registration, recordkeeping, and reporting requirements. Other relief is dependent upon where the pool is organized and whether the pool’s
participants are U.S. residents or citizens. CFTC Advisory 18-96, Offshore Commodity
Pools Relief for Certain Registered CPOs From Rules 4.21, 4.22, and 4.23(a)(10) and (a)(11)
and From the Location of Books and Records Requirement of Rule 4.23, sets forth the detailed
requirements pools must meet for CPOs to be exempt from pool filing and certain recordkeeping requirements. See also exhibit 3.3.
8.17 A master-feeder structure is one in which the master fund makes substantially all
the investments and is owned by its feeder funds, which are owned by investors. Individual feeder funds are established for different investor groups. For instance, a master fund
may have a domestic feeder to accommodate U.S. investors and an offshore feeder for
non-U.S. investors.
8.18 In some master-feeder structures, separate investment companies often perform the
investment management and distribution functions. Feeder investment companies, each
having similar investment objectives, but different distribution channels for their shares
(such as retail or institutional customers), invest their assets solely in another investment
company, known as the master fund.
8.19 Multiple-class funds issue more than one class of shares. Each class of shares typically has a different fee structure. Multiple-class funds may charge different classes of
shares for specific or incremental expenses, such as management and incentive fees, and
transfer agent, registration, and printing expenses related to each class. See paragraph
8.112 for a discussion of financial highlights, which may be based on individual share
class.

Commodity Pool Operator
8.20 A pool is organized and administered by one or more CPOs. In limited partnerships, the CPO is typically the general partner of the pool. A CPO’s responsibilities are to
prepare the pool’s disclosure documents;
solicit investors for the pool;
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maintain the pool’s books and records;
manage and safeguard the pool’s assets;
direct the pool’s trading and investing activities, including hiring and firing the
pool’s investment advisors or CTAs (multiadvisor pools);
file the required reports and other documents with regulatory bodies;
provide all required reports and information to current and prospective pool participants, such as routine financial and tax reports and information regarding any
material changes in the operations of the pool;
prepare and keep the required records, including an itemized daily record of each
commodity interest transaction of each principal of the CPO along with each confirmation, purchase and sale (P&S) statement, and monthly account statement
about each principal’s personal commodity interest trading account;
monitor compliance with applicable rules and regulations; and
assure that all other activities necessary for the proper administration of the pool,
such as the maintenance of contractual arrangements and the payment of pool expenses, are accomplished.
A CPO may hire external professionals to administer these activities on its behalf; however, the ultimate responsibility for these activities remains with the CPO.
8.21 Before soliciting or accepting funds from a prospective investor in a pool, a CPO is
required by the CFTC’s Part 4, Commodity Pool Operators and Commodity Trading Advisors, regulations to provide the prospective pool participant with a disclosure document for
the pool. The CPO is responsible for the accuracy of the information presented in the disclosure document and, if the pool is a continuous offering, must update or revise the disclosure document timely as required by the CFTC and other regulatory authorities. The
CPO is also responsible for ensuring that the pool is operated in accordance with representations made in the disclosure document and the partnership or other agreements governing participants’ investments in the pool. Exceptions from the specific disclosure
requirements of these regulations are available for pools that are offered only to qualified
eligible persons, who meet the standards of CFTC Regulation 4.7, such as institutional or
high net worth investors, or for pools that are principally securities funds that use futures
solely incidental to their securities trading, pursuant to CFTC Regulation 4.12b.
8.22 The CPO, as operator of the pool, is responsible for all administrative functions of
the pool and also for the solicitation of prospective investors in the pool. The CPO will

342

select one or more CTAs to trade futures for the pool, if it does not itself do the trading for
the pool. Further, it may obtain interests in additional funds. In most multiadvisor pools,
the CPO is responsible for hiring and firing CTAs and managing the level of the pool’s
participation with each of its CTAs. Also, as discussed later in this chapter, the CPOs of
some multiadvisor pools hire a CTA to assume these management responsibilities.
8.23 If a pool uses the trading services of CTAs, various arrangements must be made by
a CPO. First, the CPO must execute advisory agreements with each CTA. These agreements govern the level of participation by the pool in the program of a CTA. They also
cover the timing and the amount of compensation to be provided to each CTA. Second,
an account must be set up at a futures commission merchant (FCM) for each CTA. In this
connection, generally for control and funding purposes, a pool will often maintain all of
the accounts managed by the CTAs it uses at the same FCM. The funding for the trading
of these accounts, which includes both cash and securities, will be held in a master account
at the FCM. Each CTA will be set up with a subaccount at the FCM, which will hold the
positions of the CTA and any open trade equity or loss. Because the positions and open
trade equity are contained in the subaccounts and other funding is held in the master account, margin for all of those accounts may be assessed by the FCM on a group basis.
8.24 Although not bearing directly upon the financial statements of a pool, the functions performed by the CPO also include certain reporting to the CTAs trading for the
pool. Amounts reported to the CTAs of the pool include the pro rata share of net assets of
the pool and certain income and expenses of the pool attributable to the program of each
CTA. CFTC regulations require the FCM to provide each account controller, which
would be the CTAs of the pool in this case, with a copy of the monthly account statement.
The CTAs generally use the profit and funding information from the monthly account
statement to prepare their own performance tables.
8.25 Contractual agreements between pools and independent outside CTAs are usually
open-ended, but contain termination clauses that allow either party to terminate the
agreement upon occurrence of certain events or upon giving proper notice. The key terms
of the agreements are required to be described in the pool’s disclosure document.
8.26 Further, a party hired by the CPO to manage the pool’s CTAs is required to register with the CFTC as a CTA and also be an NFA member. Such a manager of CTAs is
generally called a trading manager if it has sole or partial authority to allocate pool assets to
CTAs or investee pools.
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Pool Expenses
8.27 Pools typically incur the following kinds of expenses in the course of their
operations:
Management or advisory fees
Incentive fees or incentive allocation
Brokerage commissions
Other fees related to commodity interest and investment transactions
Audit, legal, and administrative costs
Organization costs (and offering costs if continuously offered)
8.28 Management or advisory fees. A management or advisory fee is usually charged based
simply upon a percentage of the assets under management and is payable irrespective of
profitability. A management or advisory fee is usually charged by both the pool’s CPO and
its CTAs. The fee is usually based on the pool’s net assets, although gross assets may be
used, calculated in accordance with generally accepted accounting principals (GAAP) or
some other basis. CPO management fees may be paid monthly, quarterly, or annually and
are generally a percentage of average month-end assets under management as stipulated in
the fund agreements. CTA advisory fees are usually paid monthly. If the pool is a fund of
funds, management fees will usually be charged at the investor fund and investee fund
levels.
8.29 The pool’s CTAs usually receive their management fees based upon the amount of
the pool’s assets they manage. A CTA’s management fees are often based not on the actual
amount of margin-qualifying funds under management, but on the nominal account size
or trading level at which the CTAs manage their customers’ accounts. A CTA will charge
management fees and determine the number of contracts to be traded for each customer’s
account based on the nominal size of each account. The amount of funds under management may be defined in the agreement with the CTA either as an amount of actual cash
margin funds in the account or as the nominal account size. For some pools, the aggregate
of the nominal account sizes with the CTAs is an amount many times larger than the total
net assets of the pool.
8.30 Incentive fees. Incentive fees paid by the pool may be earned by both the pool’s
CPO and its CTAs. Fees are computed in accordance with contracts between the parties
and differ from pool to pool and between CPOs and CTAs. A CPO’s incentive fee is usually based on profits earned by each limited partner’s capital account. Usually, CTA fees are
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computed based on the profits earned in the trading account managed by the CTA. Profits upon which the fee is based may or may not include interest income earned upon margin funds in the account. Fees should be computed and accrued on the pool’s books at
least monthly or more frequently, if more frequent profit figures are needed by the pool.
CTA fees are usually paid on a quarterly basis; however payment may vary to include
monthly, quarterly, semiannual, and annual periods as well. Generally, for both the CPO
and the pool’s individual CTAs, no incentive fees will be payable if unrecovered losses are
carried over from prior periods. A multiadvisor pool may incur incentive fees because
some of its CTAs may earn profits and, thus, be paid fees, though the pool may have net
losses in total. It is common for advisory agreements to include a provision stating that if
carryforward losses exist at the time funds are reallocated from a CTA, the CTA’s loss carryforward will be reduced proportionately for the funds withdrawn. This is attributable to
the CTA having fewer funds available on which to recoup the losses.
8.31 Commodity pools charge their investors an incentive fee based upon increases in
the individual capital account balances of each investor. The terms pool high water mark or
partner’s capital account high water mark are often used to denote the point at which the
CPO will begin earning an incentive fee in a pool that has prior period unrecovered losses.
CTA accounts usually will also have a high water mark approach to fee payment calculations. Incentive fees already earned and paid out to the CPO or CTA are rarely refunded if
losses are incurred by a pool or a CTA trading account after the period for which incentive
fees were paid. Similar to the provision in CTA agreements noted in the preceding paragraph, it is common for the pool governing agreements to contain a provision stating that
if carryforward losses exist at the time a partner makes a withdrawal from his or her
capital account, the amount of carryforward losses is reduced proportionately for the
withdrawal.
8.32 Incentive allocation or reallocation. In a limited partnership, the general partners
may receive incentive allocations (a special allocation of income to the general partner).
Under this approach, the general partner is allocated a profit share determined by the partnership agreement rather than a fee. If the CPO chooses to account for these amounts as a
special allocation of income, the CFTC requires the amounts to be presented on the same
page as the income statement, as discussed in the following sections pertaining to the statement of income as detailed in CFTC Interpretative Letter 94-3, Special Allocations of Investment Partnership Equity.1
8.33 The North American Securities Administrators Association (NASAA) has issued
Commodity Pool Guidelines (NASAA’s Statement of Policy, Registration of Commodity

1. As this practice aid goes to publication, the Commodity Futures Trading Commission (CFTC) proposes
to codify several existing staff interpretations in its regulations.
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Pool Programs, as amended May 7, 2007) that pertain only to publicly-offered pools. Imposition of these guidelines is not universal among the states, and privately offered and offshore pools are not subject to them. The guidelines provide that management, advisory,
and all other fees, except incentive fees and brokerage commissions, when added to the
customary and routine administrative expenses of the pool, may not exceed 0.5 percent of
net assets per month (not to exceed 6 percent annually). The guidelines contain the further requirement that a commodity pool may not pay an aggregate incentive fee exceeding
15 percent of the new trading profits of the pool over the highest previous valuation date,
calculated not more often than quarterly on the valuation date. For purposes of this
calculation, pool losses must be carried forward, but not carried back. Any new contract
with an existing trading advisor must carry forward all losses attributable to that trading
advisor.
8.34 Brokerage commissions. Generally, a pool will pay a per-trade-based brokerage commission to have its trades executed and cleared by an FCM (that is, commissions on futures and options on futures trades). The pool may also incur other kinds of commissions
for trading other kinds of instruments. In the simplest of cases, the amounts of the commissions reflected in the financial statements will be taken from the statements issued by
the FCM. In practice, however, it can be a complex task to determine the amount of commission expense and the reason the commissions were paid. Examples of complex arrangements are as follows:
Instead of paying a per trade commission, a pool may permit its clearing FCM to
keep a percentage of interest earned on the pool’s excess margin funds.
A pool may negotiate a flat annual fee for unlimited trading.
A per trade commission arrangement has the pool paying fees that are much higher
than the going rate at other FCMs, but the FCM also provides the pool with office
space, research facilities, and other services at no additional charge. Also, at no additional charge, the pool’s FCM may cover the distribution costs paid to the sales
agent who sold interests in the pool to investors. Such arrangements are often referred to as soft dollar arrangements, whose operation might be subject to regulatory requirements about what the commissions are used for.
These arrangements, depending upon their complexity and the extent to which they involve parties related to principals of the pool, raise accounting and disclosure issues that
should be addressed on a case-by-case basis. The objective will always be to properly reflect
the amounts and classifications for each kind of revenue and expense of the pool.
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Related-Party Transactions—Potential Conflicts of Interest
8.35 As mentioned previously, a pool’s CPO or CTAs may deal with affiliated parties on
behalf of the pool. These parties may include an FCM which sponsors the pool or affiliates
of that FCM. In addition to trades in commodities, securities, futures, and other derivatives, occasionally, the brokerage payments to the CPO’s affiliate are the CPO’s only compensation for sponsoring and operating the pool. Significant cost elements for services
other than simply trade execution are often incorporated into a pool’s commission rates
because the requirement of best price and execution applicable to securities brokerage
arrangements does not apply to futures transactions. The CPO may need to allocate such
bundled costs between expense classifications on the statement of income, as specified in
CFTC regulations. In addition, under CFTC regulations, such arrangements and transactions may be regarded as potential conflicts of interest that must be disclosed by the CPO
in the pool’s disclosure document and in the financial statements of the pool. Therefore,
the disclosure document of a pool should provide background information regarding such
arrangements.
8.36 In addition to expense classification issues previously mentioned, depending upon
materiality and other factors, such arrangements and transactions may have to be disclosed
as related party transactions in the notes to the financial statements, pursuant to FASB
ASC 850, Related Party Disclosures.

Books and Records
Pool Books and Records
8.37 The particular functions and recordkeeping requirements of a pool are determined
by the activities in which it engages and the requirements to which it is subject, such as
those of the regulators and business counterparties. Besides preparing and keeping the
basic accounting books and records normally kept by a business or operating entity, such
as a general ledger, subsidiary ledgers, cash receipts and disbursements, and other journals,
pools also keep additional records that are specific to their operations and requirements.
CFTC Regulation 4.23, Recordkeeping, provides that a CPO must make and keep the following books and records for each pool that it manages:
A journal of original entry or other equivalent record showing all receipts and disbursements of cash, securities, and other property by the pool
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A general ledger containing details of all asset, liability, capital, income, and
expense accounts
Adjusting entries and other records of original entry forming the basis of entries in
pool ledger accounts
A subsidiary ledger for each pool participant showing the participant’s name and
address, and all funds, securities, and other property received from, or distributed
to, the participant by the pool
A record showing details for all investment transactions involving the pool’s funds
and the gains or losses realized on those investments
An itemized daily record of each commodity interest transaction of the pool, which
shows the following:
— The date of the transaction
— The commodity interest and quantity, and, as applicable, the price or premium, delivery month or expiration date, whether a put or call, strike price,
and the underlying contract for future delivery or underlying physical
commodity
— The FCM carrying the account for the transaction and the introducing broker
(IB) involved, if any
— Whether the commodity interest was purchased, sold, exercised, or expired,
and the gain or loss realized
Copies of each confirmation of a commodity interest transaction of the pool, including each daily activity or purchase and sale statement, and each monthly activity statement for the pool received from an FCM carrying an account for the pool
(if a pool does other forms of investing, comparable information on the other kinds
of investments must be similarly maintained)
All canceled checks, bank statements, journals, ledgers, invoices, computer-generated records, and other records, data, and memoranda prepared or received concerning the operation of the pool
The original or a copy of each report, letter, circular, memorandum, publication,
writing, advertisement, or other literature or advice distributed by the CPO to any
existing or prospective pool participant or received by the CPO from any CTA of
the pool, showing the first date of distribution or receipt
All disclosure documents received by the CPO from any commodity trading advisor of the pool
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An acknowledgment, signed and dated from each prospective pool participant,
that the participant received a disclosure document for the pool as required by
CFTC Regulation 4.21d
All disclosure documents for the pool distributed by the CPO to prospective or existing pool participants
A statement of financial condition as of the close of (a) each regular monthly period if the pool had net assets of $500,000 or more at the beginning of the pool’s
fiscal year, or (b) each regular quarterly period for all other pools
A statement of income (loss) for the period from the date of the most recent statement of financial condition furnished to the NFA pursuant to CFTC Regulation
4.22c to the date of the current statement of financial condition

CPO Books and Records
8.38 Besides keeping separate books and records for each pool it operates, a CPO must
keep books and records of its own transactions and business dealings, and the commodity
transactions of each of the CPO’s principals. Such books and records must be kept at the
CPO’s main business office for 5 years from the date of the record in accordance with
CFTC Regulation 1.31, Books and records; keeping and inspection. CPO and pool recordkeeping requirements are contained in CFTC Regulation 4.23. However, some relief exists
from the specific recordkeeping requirements of Regulation 4.23 for pools with qualified
eligible persons, where the pool’s CPO has claimed exemption from Regulation 4.23
under CFTC Regulation 4.7b-4. Qualified eligible person is defined in CFTC Regulation
4.7a.
8.39 CFTC Regulation 4.23b describes the books and records that a CPO must keep for
each commodity transaction entered into by the CPO and each of its principals, and for
all other transactions and activities in which the CPO engages. The books and records that
a CPO must keep include the following:
Journals and other records of original entry
General and subsidiary ledgers
An itemized daily record of each commodity transaction and each principal of the
CPO that shows all pertinent and necessary information regarding the transaction
required by CFTC Regulation 4.23b-1
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Each confirmation of a commodity transaction, each purchase and sale statement,
and each monthly activity statement received by a CPO from an FCM that relates
to a personal account of the CPO
Each confirmation of a commodity transaction, each purchase and sale statement,
and each monthly activity statement received by a principal of the CPO from an
FCM that relates to a personal account of the principal of the CPO
Bank statements and canceled checks for the CPO’s bank accounts
Invoices and computer-generated records
All other books, records, data, and memoranda prepared during the CPO’s operations and activities

CTA Books and Records
8.40 CTAs are also subject to regulatory recordkeeping requirements. Under CFTC regulations, a pool is considered a client of the CTA and information from the CTA’s disclosure document will appear in the pool’s disclosure document. Whenever a pool changes
CTAs, information on the new CTA must be provided to the pool’s participants. This information is usually provided to a pool participant in a closed-end pool as part of the
pool’s monthly account statement. Additionally, in open-end or continuously-offered
pools, disclosure document supplements are required.
8.41 Before soliciting or entering into an agreement with a prospective client to manage
the client’s commodity account, a CTA is required by CFTC Regulation 4.31a to provide
the prospective client with a disclosure document. The CTA’s disclosure document describes and defines the trading program pursuant to which the CTA seeks to direct the
client’s account or guide the client’s trading, and presents other information about the
CTA and its principals.
8.42 The CFTC’s Part 4 regulations specify the information that a CTA must include in
its disclosure document to a prospective client. The disclosure document must include,
among other disclosures, the performance of all trading accounts directed by the CTA and
each of its trading principals for the five years and current year-to-date preceding the date
of the disclosure document.
8.43 The performance records must be presented in the disclosure document pursuant
to CFTC Regulations 4.34m and 4.35, Performance disclosures. Most attest engagements
concerning a CTA focus on the performance tables or summaries and on the records kept
by the CTA to support the performance tables or summaries.
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8.44 To prepare and support the performance records presented in its disclosure document, a CTA must keep itemized daily records of all commodity and other transactions of
all client accounts under the direction of the CTA or the CTA’s principals. Such daily
transaction records should show the following:
The transaction date and quantity
A description of the transaction, including details of contract specifications, as applicable, such as contract trade price or premium, contract quantity, delivery
month or expiration date of the contract, whether a put or call, strike price, and the
underlying security, futures contract, or physical commodity
The person or entity with whom or through whom the transaction was executed,
such as an FCM, IB, bank, or securities broker-dealer
The gain or loss realized on each transaction executed or directed by the CTA for
its clients’ accounts
All confirmation, purchase and sale, and monthly activity statements for client accounts as received from the persons or entities with whom or through whom transactions are executed
8.45 A CTA must also maintain books and records of each commodity transaction and
all other business dealings in trading futures, options on futures, and cash commodities in
which the CTA or principals of the CTA engage for their own accounts. The books and
records a CTA must have for such dealings include journals of original entry, general and
subsidiary ledger accounts, canceled checks, bank statements and advices, adjusting entries, and other kinds of records typically maintained by an operating business entity.
8.46 Furthermore, a CTA must maintain a listing or other record of all its clients’ commodity accounts along with the names and addresses of all clients, all powers of attorney,
and other documents authorizing the CTA to direct the commodity accounts of the
clients. The CTA must also keep records or documentation for all other written agreements entered into by the CTA with any of its clients.
8.47 CFTC Regulation 4.33, Recordkeeping, sets forth the recordkeeping requirements
for CTAs registered or required to be registered. CFTC Regulation 4.33 states that a CTA
must keep its books and records in an accurate, current, and orderly manner at its main
business office for 5 years in accordance with CFTC Regulation 1.31. CFTC Regulation
4.7c-2 provides some relief from the specific recordkeeping requirements of Regulation
4.33 for exempt accounts of qualified eligible persons, as those terms are defined by CFTC
Regulation 4.7a.
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Regulatory Considerations
8.48 Pools, CPOs, and CTAs are subject to the rules and regulations of several regulatory authorities and industry associations. The primary regulators for these entities are the
CFTC and the NFA. Pools, CPOs, and CTAs may also be required to comply with the
rules and regulations of the SEC and state regulatory authorities.

Definitions
8.49 Terms such as net asset value (NAV), participant, pool, principal and trading program
are defined regulatory terms. The definitions of these and other terms, as used for CFTC
regulatory purposes, are set forth in CFTC Regulation 4.10, Definitions.

Registration of CPOs and CTAs
8.50 Section 4m of the Commodity Exchange Act (CEAct) requires a person acting as a
CPO or as a CTA to register as such with the CFTC unless exempted from such registration as provided for in the CEAct or Part 4 of the CFTC’s regulations. As stated previously,
each general partner in a limited partnership pool is deemed by the CFTC to be a CPO
and must be registered with the CFTC as a CPO, unless excluded from the CPO definition or exempt from such registration under Part 4 of the CFTC’s regulations as follows:
CFTC Regulation 4.5, Exclusion for certain otherwise regulated persons from the definition of the term “commodity pool operator,” provides an exclusion from the definition of the term CPO for certain otherwise regulated persons, including banks,
insurance companies, registered investment companies, and the trustee of a named
fiduciary of ERISA or an employer maintaining a pension plan that is subject to
Title I of ERISA, provided certain conditions are met.
CFTC Regulation 4.13 provides the following four exemptions from registration as
a CPO:
— The total gross capital contributions to all pools operated by the CPO are less
than $400,000 and no more than 15 participants are in any one pool
— The operator of the pool receives no compensation, operates only one pool at
a time, is not otherwise required to register with the CFTC and is not a business affiliate of a person required to register with the CFTC, and there is no
advertising in connection with the pool
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— The pool limits participation to accredited investors and conducts a de minimis amount of futures trading
— The pool limits participation to certain categories of qualified eligible persons
8.51 If a person qualifies for the CFTC Regulation 4.5 exclusion or the CFTC Regulation 4.13 exemptions from registration, the person is required to file a notice electronically
with the NFA, and also to notify prospective pool participants.

Disclosure Documents
8.52 The CPO is responsible for the information contained in the pool’s disclosure documents. Required disclosures are extensive and include information about the CPO and
its principals, the pool’s CTAs and their principals, and certain past performance history of
the pool, the CPO, and the CTAs. CFTC Regulations 4.21, Required delivery of pool Disclosure Document, 4.24, General disclosures required, 4.25, Performance disclosures, and 4.26,
Use, amendment and filing of Disclosure Document, and NFA Rules 2-34, CTA Performance
Reporting and Disclosure, and 2-35, CPO/CTA Disclosure Documents, should be consulted
for further guidance.
8.53 After registering as a CPO with the CFTC and filing a proper disclosure document
for a pool pursuant to CFTC Regulation 4.12b or 4.21 (if required), a CPO may solicit
prospective participants in the pool. The CFTC requires that a pool’s CPO disclose in the
disclosure document all material information about a pool, its CPO, the CTAs intended
to be used by the pool, the principals of the CPO, and the pool’s CTAs. The information
provided must be accurate and complete and must not be misleading.
8.54 Among the disclosures required in a pool disclosure document by the CFTC’s Part
4 regulations are the past performance records of the CPO and any CTA or investee pool
allocated 10 percent or more of a pool’s net assets. Specific performance information requirements are contained in CFTC Regulations 4.25 and 4.35 and NFA Compliance
Rules 2-34 and 2-35 for CPOs and CTAs, respectively, and require the following disclosures, among others:
Monthly rates-of-return for the offered pool or trading program
Total CTA trading program assets or pool assets as of the date of the disclosure
document
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Largest monthly percentage draw-down (including the month and year it
occurred)
Worst peak-to-valley draw-down (including the months and year of the
drawdown)
Annual and year-to-date rate-of-return, computed on a compounded monthly
basis
8.55 Generally, the performance tables for the offered pool and the pool’s major CTAs
and major investee pools must contain information for the 5 most recent calendar years
and current calendar year-to-date, except as otherwise indicated. The past performance information requirements are modified and reduced for CTA programs in which the offered
pool will not participate and in which the offered pool has been in existence for at least 3
years with at least 75 percent of its contributions from persons unaffiliated with the CPO
or persons involved in the operation of the pool.
8.56 The CPO is responsible for the accuracy of the information presented in the disclosure document and, if the pool is a continuous offering, must update or revise the disclosure document timely as required by the CFTC and other regulatory authorities. The
CPO is also responsible for ensuring that the pool is operated according to the terms and
conditions contained in the pool disclosure document and the partnership or other agreements governing participants’ investments in the pool.

Break-Even Analysis
8.57 Each CPO that delivers a disclosure document under CFTC Regulation 4.21 must
include a break-even analysis that includes a tabular presentation of fees and expenses. The
disclosure document’s purpose is to inform the customer of profit required for the pool to
retain its initial NAV at the end of the first year of trading, and to ensure not only that customers will be clearly informed about the nature and amount of fees and expenses that will
be incurred, but that the customers will also be made aware of the impact of those fees and
expenses on the potential profitability of their investments. The following are guidelines
that CPOs should follow when preparing the break-even analysis:
If fees are likely to be affected by the size of the offering, then an assumed amount
of total funds raised should be stated. The document should also state what the
break-even point would be if the minimum and maximum proceeds were raised, if
a significant difference exists between the two break-even amounts.
Redemption fees, if any, must be clearly shown and considered part of the total cost
and reflected in the break-even analysis.
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Incentive fees, including disproportionate profit shares, should be stated as a percentage of profits, and the method by which profits are calculated should be
described.
All management, brokerage, and other fees should reflect actual experience or contractual charges, if known. If not known, they should be based on good faith estimates. If, for example, CTAs publish their estimated number of round turns per $1
million, then those published estimates should be used for estimating brokerage
costs. If this is an ongoing fund or if evidence is supporting other numbers, then
the other numbers should be used and explained.
8.58 To calculate the break-even point, a CPO should first determine the amounts of all
fees and expenses, exclusive of incentive fees, anticipated to be incurred by the pool during
the first year of the investment. The total of these fees and expenses, less the interest income (shared by all pool participants) expected to be earned by the pool, represents the
gross trading profits before incentive fees (preliminary gross trading profits) that would be
necessary for the pool to retain its initial NAV per unit at the end of the first year. In some
situations, the CPO must then calculate the additional trading profit that would be necessary to overcome the incentive fees that would be incurred. This situation will arise whenever the pool expects to incur expenses that would not be deducted from the CTA’s net
performance in calculating the CTA’s incentive fee. That amount can be computed by first
determining the incentive fees that would be incurred if the preliminary gross trading
profits described previously were achieved, and then dividing that amount by 1 minus the
incentive fee rate (for example, if the incentive fee is 25 percent, the denominator would
be 1 minus .25, or .75).
8.59 CFTC regulations specify that the break-even point must be calculated pursuant to
rules of a registered futures association. In its capacity as a registered futures association,
NFA has adopted requirements for break-even disclosure in its Compliance Rule 2-13,
CPO/CTA Regulations, and has published an interpretation with a sample break-even
presentation.

Operation of a Pool as a Separate Legal Entity
8.60 CFTC Regulation 4.20, Prohibited activities, requires a CPO to operate a pool as a
legal entity separate from that of the CPO. All funds, securities, or other property received
by a CPO from an existing or prospective pool participant for the purchase of an interest
or assessment on an interest in a pool that the CPO operates, or intends to operate, must
be received in the pool’s name. A CPO is prohibited from commingling the property of
any pool that it operates or intends to operate with the property of any other person.
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Specific Reporting Requirements for CPOs
8.61 Periodic account statements. CFTC Regulation 4.22, Reporting to pool participants,
requires a CPO to distribute an account statement to pool participants at least monthly
for a pool having net assets of more than $500,000 at the beginning of the current fiscal
year, and at least quarterly for all other pools. The periodic account statements are required
to be presented in accordance with GAAP, except that footnote disclosures are not generally required. An account statement must be sent to pool participants within 30 calendar
days after the end of the reporting period. CFTC Regulation 4.22h permits CPOs to distribute the periodic account statements and annual reports to pool participants by electronic means, providing that the participant is informed of this and does not object within
10 business days following receipt of the notice. A CPO need not distribute an account
statement for the last reporting period of the pool’s fiscal year if the annual report for the
pool, required by CFTC Regulation 4.22c, is sent to pool participants within 45 days after
the pool’s fiscal year-end.
8.62 CFTC Regulation 4.22a-1 requires the portion of the account statement that must
be presented in the form of a statement of income (loss) to separately itemize the following information for transactions and events occurring during the reporting period:
The total amount of realized net gain or loss on liquidated commodity positions
The change in unrealized net gain or loss on open commodity positions
The total amount of net gain or loss from all other transactions in which the pool
engaged, including interest and dividends earned on funds not paid as premiums or
used to margin the pool’s commodity positions
The total amount of all management fees
The total amount of all advisory fees
The total amount of all brokerage commission expense
The total amount of other fees for commodity and other investment transactions
The total amount of all other expenses incurred or accrued
8.63 Each participant should receive a periodic account statement. CFTC Regulation
4.22a-2 states that the portion of the account statement that must be presented in the
form of a statement of changes in NAV must separately itemize the following information
for the reporting period:
The NAV of the pool as of the beginning of the reporting period
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The total amount of additions to the pool
The total amount of withdrawals from and redemption of participation units in
the pool
The total net income or loss of the pool during the period
The NAV of the pool as of the end of the reporting period
Either the NAV per outstanding participation unit in the pool as of the end of the
reporting period, or the value of the participant’s interest or share in the pool as of
the end of the reporting period
8.64 In addition, the account statement must disclose any material business dealings between the pool, the CPO, the CTA, the clearing FCM, or the principals thereof that have
not been disclosed previously in the pool’s disclosure document, or any amendments
thereto, other account statements or annual reports.
8.65 Annual reports. In addition to account statements, a CPO must prepare and electronically file with the NFA an annual report and key financial balances from that report.
(Instructions on how to file such material are at the NFA Web site under the compliance
tab at www.nfa.futures.org/Compliance/easyfile_PFS.asp.) The annual report is required
to be audited and must be distributed to each pool participant. However, a CPO that has
claimed exemption under Regulation 4.7b-3 is not required to have the annual report
audited.
8.66

The following are CFTC regulations applicable to annual report requirements:
CFTC Regulation 4.22, which contains general requirements
CFTC Regulation 4.7, which provides, for pools meeting its requirements, exemptions from certain requirements in 4.22
CFTC Regulation 4.12b, which provides exemptions from certain requirements in
4.22 for pools meeting its requirements

8.67 If a pool is subject to the SEC’s periodic reporting requirements, the pool’s Form
10-K must comply with the 3-year requirement of Regulation S-X.
8.68 CFTC Regulation 4.22d requires that financial statements in a pool’s annual report
be presented and computed in accordance with U.S. GAAP consistently applied and that
they be audited by an independent public accountant. (The financial statements in the annual report are discussed in the following section of this chapter entitled “Financial Statement Presentation.”)

357

8.69 CPOs may request relief to use non-U.S. GAAP by writing to the CFTC, Attention: Chief Accountant, at its headquarters in Washington, DC. The written request
should contain an analysis that both indicates and quantifies the differences between a
non-U.S. GAAP report and a U.S. GAAP report and should follow the format specified in
CFTC Regulation 4.7d.
8.70 Oath regarding accuracy and completeness. CFTC Regulation 4.22h requires that
each account statement and annual report for a pool must contain a signed oath or affirmation as described in that regulation. For electronic filings with NFA, the oath is made
through the electronic filing system upon submission by a person duly authorized to bind
the CPO. The CPO must maintain a manually signed copy of the report.
8.71 Extension of annual report filing date. Annual reports must be filed within 90 calendar days of the pool’s fiscal year end or upon the permanent cessation of trading,
whichever is earlier, but no later than 90 days after all funds are returned to pool participants. If a CPO finds that it cannot distribute to pool participants and file with the NFA
the annual report for a pool that it operates within the time specified by CFTC Regulation
4.22c, the CPO may request an extension from the NFA. Within 10 calendar days of receipt of the request, the NFA will notify the CPO of its status. CFTC Regulation 4.22f-1
specifies the procedures a CPO must follow in filing an application for extension of the
due date (although specific extension provisions for fund of funds pools are available in
CFTC Regulation 4.22f-2 as described in the following paragraphs). CFTC Regulation
4.22f-1 allows a maximum extension of 90 calendar days from the date at which the report
was to be distributed and requires that an application must be accompanied by a letter
from the auditor of the annual report that states the following:
The specific reasons for the request
Whether any indication exists, based on audit work completed to date, that the
pool’s CPO was or is not operating the pool as a separate legal entity in accordance
with CFTC Regulation 4.20 and complying with the recordkeeping requirements
for a pool established by CFTC Regulation 4.23
An example of the auditor’s accompanying letter is included as an exhibit at the end of this
chapter. See exhibit 8.3.
8.72 CFTC Regulation 4.22f-2 provides that if a CPO cannot obtain information necessary to prepare a pool’s certified financial statements as a result of the pool investing in
another collective investment vehicle, the CPO may request an extension of up to 60 additional calendar days from the report’s due date (150 days from the pool’s fiscal year end).
Any notice or statement filed pursuant to CFTC Regulation 4.22f-2 must be signed by the
commodity pool operator in accordance with Regulation 4.22h.
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8.73 A CPO must file the initial extension notice with the NFA within 90 calendar days
of the pool’s fiscal year end. The initial filing must
contain the name, main business address, main telephone number and the NFA
registration identification number of the commodity pool operator, and name and
identification number of the commodity pool.
state the date by which the annual report will be distributed and filed (the extended
date), which must not more than 150 calendar days after the end of the pool’s fiscal year.2 The annual report must be distributed and filed by the extended date.
include representations by the commodity pool operator that
— the pool for which the annual report is being prepared has investments in one
or more collective investment vehicles (the investments).
— the commodity pool operator has been informed by the certified public accountant selected to audit the commodity pool’s financial statements that
specified information establishing the value of the investments is necessary in
order for the accountant to render an opinion on the commodity pool’s financial statements. The notice must include the name of the accountant.
— the information specified by the accountant cannot be obtained in sufficient
time for the annual report to be prepared, audited, and distributed until the
extended date.
8.74 Having filed the initial claim, the CPO will be presumed to operate the pool as a
fund of funds and otherwise continue to qualify for the automatic extensions. However, if
the pool no longer operates as a fund of funds, then its CPO must provide the NFA with
notice of the change in the pool’s status and must file the pool’s annual report within 90
days of the pool’s fiscal year end, as required by Regulation 4.22c.

Election of Fiscal Year
8.75 Under CFTC Regulation 4.22g, once a CPO elects a fiscal year for a pool it operates or intends to operate, it must continue to use that fiscal year for the pool. The first fiscal year of a pool may not end more than one year after the pool’s formation. Under
CFTC Regulation 4.22g, a pool is deemed to be formed as of the date the CPO first
receives funds, securities, or other property for the purchase of an interest in the pool. A
CPO is deemed to have elected the calendar year as a pool’s fiscal year unless the CPO
gives written notice to the contrary to all participants and files the notice with the NFA
2. As this practice aid goes to publication, the CFTC proposes to require that the extended date be no more
than 180 calendar days after the end of the pool’s fiscal year.
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within 90 calendar days after the date of the pool’s formation. CFTC Regulation 4.22g
also describes what is required if the CPO
elects a fiscal year for a pool that is other than the calendar year.
proposes to change a pool’s fiscal year.

Exemption From Certain Disclosure, Reporting, and Recordkeeping
Requirements for Pools Meeting the Criteria for Exemption Under CFTC
Regulations 4.7a and 4.12b
8.76 CFTC Regulations 4.7a and 4.12b provide CPOs with relief from certain disclosure, reporting, and recordkeeping requirements specified in Part 4 of the CFTC’s regulations that would otherwise be applicable to a pool. CFTC Regulation 4.7a provides relief
to a CPO who operates an exempt pool whose participants are limited to qualified eligible
persons, as those terms are defined by CFTC Regulation 4.7a-1.
8.77 CFTC Regulation 4.12b provides relief to a CPO who meets the criteria set forth
in Regulation 4.12b-1, if the pool for which exemption is applied for under CFTC Regulation 4.12b will
be offered and sold pursuant to the Securities Act of 1933 or pursuant to an exemption thereto.
generally and routinely engage in the buying and selling of securities and securities
derived instruments.
not enter into commodity futures and options on futures contracts for which the
aggregate initial margin and premiums exceed 10 percent of the fair market value
of the pool’s assets, after taking into account unrealized profits and unrealized losses
on any such contracts it has entered into.
trade such commodities in a manner solely incidental to its securities trading
activities.
8.78 CFTC Regulation 4.7 requires that the cover page of exempt pool disclosure documents and annual reports contain a statement that the pool has made a claim of exemption
pursuant to pertinent regulation so that readers of these documents will know that not all
CFTC requirements have been met.
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Exemptions for Offshore Pools
8.79 CPOs of offshore pools that offer their interests only to non-U.S. persons may
claim relief from the CFTC’s disclosure, recordkeeping, and reporting requirements.
CFTC Advisory No. 18-96 describes the relief available to offshore pools offered solely to
non-U.S. persons and provides guidance for claiming such relief.

Financial Statement Presentation
Basis of Presentation
8.80 The financial statements contained in the annual report and the pool’s periodic account statements sent to pool participants should be prepared in conformity with GAAP,
except that footnote disclosures are not generally required for monthly account statements. In the typical “plain vanilla” pool, nearly all assets and liabilities pertain to commodity interest or securities trading activities and, therefore, are presented at fair value.
Also, as with most investment companies, a pool’s accounts are presented in its statement
of financial condition on an unclassified basis, that is, they are not separated between current and noncurrent accounts. However, as further discussed in the following paragraphs,
some pools also hold assets that do not have a ready market or that cannot be sold at all
and, therefore, present special accounting and disclosure issues. This latter kind of pool
may be called a hedge fund and may be subject to CFTC jurisdiction based on a small
amount of regulated commodities interest trading.

Pool Annual Report
8.81 CFTC Regulation 4.22c prescribes information that the annual report for a pool
must contain unless exemption is claimed (refer to exemptions described in paragraphs
8.76–.79). The CFTC requires the following information and financial statements:
The NAV of the pool as of the end of the pool’s current year and prior fiscal year
Either the NAV per outstanding participation unit in the pool as of the end of the
pool’s current year and prior fiscal year (typically reported on the statement of
changes in partners’ equity), or the total value of each participant’s interest or share
in the pool as of the end of the pool’s current year and prior fiscal year
A statement of financial condition as of the close of the pool’s current year and
prior fiscal year
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A condensed schedule of investments provided for each statement of financial condition presented
Statements of income (loss), cash flows (see paragraphs 8.109–.111), and changes
in ownership equity, for the current year and prior fiscal year
Appropriate footnote disclosures, financial highlights and such further material information as may be necessary to make the required statements not misleading
See exhibit 8.1, “Standard Commodity Pool, L.P., Annual Report,” which includes an independent public accountant’s audit report, for illustration.
8.82 The CFTC has provided limited relief to CPOs of offshore pools to prepare and
present pool financial statements following accounting principles other than U.S. GAAP.
Relief is conditioned upon the offshore pools following certain key elements of U.S.
GAAP, including (1) determining fair values of investments according to FASB ASC 820,
Fair Value Measurements and Disclosures (valuation methods and issues specific to investment companies are discussed in the AICPA Audit and Accounting Guide Investment
Companies),3 (2) reporting of both realized and unrealized gains and losses through the
statement of operations, (3) preparing a condensed schedule of investments as required in
FASB ASC 946-210-50-6, and (4) reporting special allocations of partnership equity in
accordance with CFTC Interpretative Letter 94-3.
8.83 CPOs that would like to request relief to use non-U.S. GAAP should write to the
CFTC, Attention: Chief Accountant, at its headquarters in Washington, DC. The request
should contain an analysis that indicates, describes, and quantifies the differences between
a non-U.S. GAAP report and a U.S. GAAP report, and follow the format specified in
CFTC Regulation 4.7d. The CFTC will review requests for relief on a case-by-case basis,
provided the CPOs prepare the appropriate analysis.

Statement of Financial Condition
8.84 Investments in other pools. A fund-of-funds is a pool that invests in other pools. The
top-level fund is called the investor fund and the lower-level funds are called the investee
funds. A pool’s investments in other pools (investee pools) are reported at fair value. The
pool’s interest in the NAV of its investee pools should be reflected in a single line item in
its statement of financial condition and statement of income (loss) for all of its investee
pools.

3. See the discussion beginning at paragraph 7.04 for more information on fair value measurement.

362

8.85 Master-feeder structures. In master-feeder structures separate entities often perform
the investment, management, and distribution functions. Master-feeder accounting involves allocating the master portfolio’s income, expenses, and realized and unrealized gains
and losses among its feeder funds following the guidance in FASB ASC 946. Please refer to
chapter 5 of the AICPA Audit and Accounting Guide Investment Companies for a further
discussion of master-feeder funds including disclosure requirements.
8.86 Some pools may own exchange memberships. Readers should refer to paragraph
7.48 in chapter 7 of this practice aid for further discussion.
8.87 Participant subscriptions received in advance. A pool that has commenced operations
may receive assets from new pool participants as payments for pro rata investment interests
in the pool. Typically, the pool receives these payments, which are sometimes called participant subscriptions, before the date on which the new participants’ ownership interests
in the pool become effective. For example, participant subscriptions received in one
month may not be recognized as the purchase of an ownership interest in the pool until
the first day of the following month. The pool disclosure document or other governing
agreement should specify the date on which subscriptions received from new participants
become effective ownership interests in the pool.
8.88 FASB ASC 946-20-25-8 provides guidance related to subscription commitments
received. This guidance states that the capital subscription commitment should be
recorded on the date required by the partnership agreement. Cash received before this date
should be recorded as an advance capital contribution liability.
8.89 Therefore, participant subscriptions received by a pool that are pending recognition as effective ownership shares in the pool as of the date of the pool’s financial statements should be reflected as “subscriptions received in advance” or some similar title.
8.90 Redemptions payable to terminating participants. Participants in a pool may give notice to the pool’s CPO of their intent to terminate their participation and redeem their
ownership interest in the pool. The manner in which participants’ redemptions of their respective ownership interests are effected is determined by the terms of the pool disclosure
document or other partnership or investment agreement governing the pool’s operations.
The recordation of redemptions is subject to the provisions of FASB ASC 480, Distinguishing Liabilities from Equity. See paragraph 8.92.
8.91 Typically, redeemed ownership interests are not payable to a terminating participant until a date following the participant’s notice of intent to terminate his or her investment in the pool.
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8.92 On a pool’s statement of financial condition, the amount payable to terminating
pool participants should be shown as a liability under redemptions payable to terminating
participants or other similar title in accordance with FASB ASC 480-10-25.
8.93 This amount should include the value of the terminating participants’ investments
in the pool and their pro rata interests in the pool’s net operating income or losses for the
period. By showing redemptions payable as a liability rather than as part of owners’ equity
on the pool’s statement of financial condition, the pool’s NAV or owners’ equity as of the
end of the period should agree with the beginning balance for owners’ equity or NAV as
shown on the pool’s statement of changes in ownership equity for the following reporting
period.
8.94 Pool ownership of financial instruments issued by a related party. As mentioned previously, the CPO and CTAs of a pool may engage in transactions on behalf of the pool with
affiliated parties. A pool may have balances with such parties, either as loans, debt or equity securities, futures, or other kinds of accounts, interests, or open transactions. The following are examples:
a. A CPO may deposit a pool’s excess margin funds in a money-market fund sponsored by an affiliated securities broker-dealer or may invest pool funds in another
pool organized by an affiliate (a fund-of-funds situation).
b. A CPO may borrow money from a pool, provided such borrowings are disclosed in
the disclosure document.
c. A pool may borrow funds from an affiliated party under a loan agreement that provides that an amount of interest will be paid to the lender based upon a profit
participation.
8.95 A profit participation with a high cap may result in returns to the lender that are
equivalent to those realized by the pool’s limited partners with the lender having a preferred position relative to the limited partners of the pool with respect to loss of principal.
The transactions with affiliates found in practice are diverse and the unique characteristics
of each, which may require disclosure, must be determined on a case-by-case basis depending upon the material relevant factors.
8.96 The disclosure document of a pool is required by CFTC regulations to contain
comprehensive information regarding transactions with affiliates and planned investment
strategies to be followed by the pool, including disclosure regarding fairness in pricing, allocations of shared expenses or risk relative to similar transactions that could be conducted
on an arm’s-length basis, and conflicts of interest relating to the transactions. Also,
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periodic reports provided to pool participants by the CPO may contain current information in this connection.

Condensed Schedule of Investments
8.97 FASB ASC 946-210-50-6 requires commodity pools to include in their financial
statements a condensed schedule of investments that contains the following information:
a. Categorize investments by the following:
i.

Type (such as common stocks, preferred stocks, convertible securities, fixedincome securities, government securities, options purchased, options written,
warrants, futures, loan participations, short sales, other investment companies,
and so forth)

ii. Country or geographic region, except for derivative instruments for which the
underlying is not a security
iii. Industry, except for derivative instruments for which the underlying is not a
security
iv. For derivatives instruments for which the underlying is not a security, by broad
category of underlying (for example, foreign currency or equity indexes) in
place of the categories in (a)(ii) and (a)(iii)
b. Report the percent of net assets that each such category represents and the total
value and cost for each category in (a)(i) and (a)(ii).
c. Disclose the name, shares or principal amount, value, and type of both of the
following:
i.

Each investment (including short sales), constituting more than five percent of
net assets, except for derivative instruments as discussed in items (d) and (e).

ii. All investments in any one issuer aggregating more than five percent of net assets, except for derivative instruments as discussed in items (d) and (e). In applying the five-percent test, total long and total short positions in any one
issuer should be considered separately.
d. Aggregate other investments (each of which is five percent or less of net assets)
without specifically identifying the issuers of such investments and categorize them
as required by (a).
e. Disclose the number of contracts, range of expiration dates, and cumulative appreciation (depreciation) for open futures contracts of a particular underlying (such as
wheat, cotton, specified equity index, or U.S. Treasury Bonds), regardless of
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exchange, delivery location, or delivery date, if cumulative appreciation (depreciation) on the open contracts exceeds five percent of net assets.
In applying the five-percent test, total long and total short positions in any one underlying should be considered separately.
f. Disclose the range of expiration dates and fair value for all other derivative instruments of a particular underlying (such as foreign currency, wheat, specified equity
index, or U.S. Treasury Bonds), regardless of counterparty, exchange, or delivery
date, if fair value exceeds five percent of net assets.
In applying the five-percent test, total long and total short positions in any one underlying should be considered separately.
g. Provide both of the following additional qualitative descriptions for each investment in another nonregistered investment partnership whose fair value constitutes
more than five percent of net assets:
i.

The investment objective

ii. Restrictions on redemption (that is, liquidity provisions)
8.98 Disclosure of positions based upon a broad category or issuer (if underlying is a security) should be consistent with the classification of the securities or contracts on the
statement of assets and liabilities. Those securities (fair value) and derivative contracts (appreciation or fair value) that are classified as assets should be aggregated. To the extent that
the sum constitutes more than five percent of net assets, each position must be presented
separately in the condensed schedule of investments. Similarly, a commodity pool should
sum all of the positions classified as liabilities and determine whether or not they exceed
five percent.
8.99 In addition to the disclosures regarding investments in nonregistered investment
partnerships required in FASB ASC 946-210-50-6, the CFTC Division of Clearing and
Intermediary Oversight (DCIO) staff believes that CPOs should report amounts of income and fees for nonregistered investment partnerships in which they invested significant
portions of their capital, as such information is deemed material in order for participants
to fully comprehend the investment strategy of the CPO. Accordingly, CPOs are strongly
encouraged to disclose amounts of income and fees associated with investments in nonregistered investment partnerships that exceed five percent of the pool’s net assets.
8.100 To the extent a pool has material investments or other interests that are not typical commodity trading interests, disclosures in addition to the capsule information may be
required. Additional disclosures should address the terms, type, liquidity, and other risks
of the unusual pool investments or interests as necessary to convey what they are.

366

8.101 A commodity pool should include both current and prior year condensed schedules of investments when presented in comparative financial statements.

Statement of Income (Loss)4
8.102 Pursuant to CFTC Regulation 4.22e, the statement of income (loss) must itemize
the following:
Management fees
Advisory fees
Incentive fees
Interest income
Interest expense
Brokerage commissions for commodity interests
Total realized net gain or loss from commodity trading
Change in unrealized net gain or loss on commodity interest positions during the
fiscal year
8.103 The annual report relief available under CFTC Regulation 4.7b does not relieve
the reporting commodity pool from providing a statement of income or loss as described
previously in paragraph 8.102 because the specific requirements of CFTC Regulation
4.22e still apply.
8.104 Gains and losses on commodities need not be itemized by commodity or by specific delivery or expiration date.
8.105 Separate classification of realized and unrealized gains and losses. Under CFTC Regulation 4.22e, realized gains and losses from regulated commodity interests trading must
be classified separately from unrealized gains and losses in a pool’s income statement. The
income statement may also include within these line items any realized and unrealized net
gains or losses from trading in non-CFTC regulated products, such as interbank foreign
exchange, equity indexes, and cash or physical products if the conditions outlined in
CFTC Interpretative Letter No. 95-52 are met.

4. Consideration should be given to the applicability of FASB ASC 220, Comprehensive Income.
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8.106 Incentive fees. The CFTC requires that incentive fees be reported as a separate line
item. Footnote disclosure should indicate the amount of incentive fees paid and the basis
of calculating the fee (for example, trading profits or interest income).
8.107 Special allocations of partnership income. As an alternative to a fee, a CPO’s partnership agreement may require an allocation of a percentage of the profits from the limited
partners to the general partners. This is usually referred to as an incentive allocation. The
partnership agreement will stipulate the percentage and will usually define the net profit
upon which it is to be applied. This amount is in excess of any share of net income of the
pool that the general partners might be entitled to based upon their pro rata capital contributions. These allocations are variously referred to as allocations of interest, minimum
allocations, performance allocations, incentive allocations, or disproportionate profit
shares. The CFTC issued Interpretative Letter No. 94-3 to provide guidance about how
these amounts must be reflected in the financial statements. It states that special allocations and similar payments must be
recognized in the financial statements in the same period as the net income, interest income, or other basis of computation.
classified in the financial statements as one of the following:
— An expense in the pool’s income statement
—

A special allocation of net income, which is presented as a deduction in a financial statement called “statement of income and special allocation,” in arriving at net income available for pro rata allocation

separately reported in the statement of changes in ownership equity, in addition
to the pro rata allocations of net income, applicable to each class of ownership
interest.

Statement of Changes in Ownership Equity
8.108 The statement of changes in ownership equity should reflect the details of
changes in NAV occurring during the year for each class of investor participation in the
pool. Usually, two classes of ownership interest exist: one for general partners/managing
members and one for limited partners/members.

Exemption From Providing a Statement of Cash Flows
8.109 FASB ASC 230, Statement of Cash Flows does not apply to certain investment
companies. An investment company that is subject to the registration and regulatory
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requirements of the Investment Company Act of 1940, and investment entities that have
essentially the same characteristics as investment companies subject to the Investment
Company Act of 1940, are not required to provide a statement of cash flows as part of a
full set of financial statements if certain conditions in FASB ASC 230-10-15-4 are met.
8.110 FASB ASC 230-10-15-4 states that, for an investment entity to be exempt from
the requirement to provide a statement of cash flows, all of the following conditions must
be met:
During the reporting period, substantially all of the entity’s investments were
highly liquid (for example, marketable securities and other assets for which a market is readily available)
Substantially all of the entity’s investments are carried at market value
The entity had little or no debt, based on average debt outstanding during the period, in relation to average total assets
The entity provides a statement of changes in net assets
8.111 The CFTC’s DCIO has concluded that when all 4 of the conditions specified in
FASB ASC 230-10-15-4c are satisfied, the DCIO will take no action against a CPO for
failing to include a statement of cash flows in an annual report filed with the CFTC. Some
pools conduct activities outside those conducted by a traditional pool, such as investing in
other pools, which may cause a pool to fail to meet one or more of the 4 conditions enumerated previously. For example, the first condition requires substantially all of the entity’s
investments be highly liquid (that is, marketable securities and other assets for which a
market is readily available); however, most investee pools require a notice period for the
liquidation of shares and have a defined payout timeframe. Pools that purchase securities
using margin or use other forms of financing, such as repurchase agreements, may cause a
pool to fail to meet the little or no debt condition enumerated previously. As explained in
the CFTC’s Interpretative Letter No. 89-12, Commodity Pools: Exemption from Requirements to File a Statement of Cash Flows (CCH Para. 24,536), CPOs that believe they qualify for the DCIO’s no-action position need not contact the DCIO.

Financial Highlights
8.112 FASB ASC 946-205 requires investment companies, including commodity pools,
to report financial highlights either as a separate schedule or in the notes to the financial
statements. According to FASB ASC 946-205-50-1, financial highlights should be presented either as a separate schedule or within the notes to financial statements for each
class of common shares outstanding. FASB ASC 946-505-50-4 provides an exception in
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that a return of capital is not determined at the class level and distributable earnings are
disclosed only at the fund level.

Disclosures in Notes to the Financial Statements
8.113 The notes to the financial statements should provide appropriate disclosures and
such further material information as may be necessary to prevent the required statements
from being misleading. The notes can include, but are not limited to the following, among
other items:
Methods of computing payments or allocations to partners
Basis of fees
Contribution and redemption provisions
Loans of pool funds to related parties, such as the following:
— General partners of the pool
— Limited partners of the pool
— Affiliated entities
Other transactions with affiliates
Provisions of differing share classes
Classification of the effects of foreign currency gains and losses in the statement of
operations

Auditing Considerations
8.114 As stated in the preceding section, an entity registered as a CPO may conduct a
variety of activities, some of which are not associated with a typical pool. As such, a pool
audit should be planned around the particular activities conducted by the pool. Some issues that may arise in a pool audit are described in the sections that follow.

Net Asset Value
8.115 Auditors should review the CPO’s computation of a pool’s net asset value as stated
in the CPO’s financial statements for the pool and as of the date of the auditor’s report.
Auditors should also be alert to issues regarding the determination of fair value of nonexchange traded instruments and values for investments in other funds. Infrequently- or
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thinly-traded commodities and limitations imposed upon daily trading by exchanges or
regulatory bodies may prevent closing market quotations from reflecting fair values. Any
material reduction in net asset value occurring from the date of the financial statements to
the report date should be considered for disclosure in the notes to the financial statements.

Transactions With Affiliates
8.116 A pool’s CPO may be affiliated with entities with which the pool may conduct
various transactions including the following:
An FCM that executes and clears regulated futures trades
A securities broker-dealer that executes and clears securities trades
A bank that performs banking and investment activities
An unregulated broker that conducts other kinds of investment activities or services, such as in OTC derivatives
A service entity that performs administrative and back office activities
8.117 Auditors should follow the guidance contained in AU section 334, Related Parties
(AICPA, Professional Standards, vol. 1), to obtain sufficient appropriate audit evidence that
all material related-party transactions and relationships have been adequately disclosed in
accordance with FASB ASC 850.

Use of Pool Funds as Collateral
8.118 The use of pool funds as collateral for loans or any obligations that are not related
to the primary activities of the pool may be considered by the CFTC to violate CFTC
Regulation 4.20c, which states that no CPO may commingle the property of any pool that
it operates with the property of any other person. Account titles should delineate that the
pool’s property is legally separate and apart from the CPO’s own property and other business property.
8.119 Commodity pool interests are considered to be securities under the Securities Act
of 1933 and the Securities Exchange Act of 1934. After considering the time and expense
of the registration and reporting requirements pursuant to these acts, many CPOs carefully structure their offer and sale of pool interests to bypass SEC registration in accordance with one or more of the exemptive provisions for nonpublic offerings, offerings to
accredited investors, or small issues. In addition to federal regulations, each state maintains
its own rules for the offer and sale of securities.
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Demand Notes Receivable From Investors
8.120 For its investors, a pool is generally regarded as an entity in which risks and rewards are shared on a pro rata basis, according to the amount of capital contributed by
each limited partner. However, situations could occur in which a pool makes loans to
some limited partners or accepts subscriptions to the pool on other than a fully paid basis.
To the extent that notes or other receivables from limited partners exist, they should be
classified in the statement of financial condition as a deduction from pool net assets. This
treatment is consistent with guidance provided in SEC Staff Accounting Bulletin No. 107.
8.121 This accounting and reporting treatment should also apply to any other
note receivable, for any purpose, from any of the pool’s general or limited partners or
participants.

Indirect Compensation Arrangements
8.122 An FCM may directly compensate a pool’s CPO for the amount of excess margin
funds on deposit at the FCM. Such an arrangement should be fully disclosed in the pool’s
disclosure document. However, such an arrangement also raises implications about a
pool’s financial statements. The auditor should review whether the pool’s income statement includes all revenue and expenses of the pool. Payments made to a CPO in the form
of rebates for such items as interest should be properly reflected in the financial statements
of the pool.

Blowout Point
8.123 A pool’s governing documents often provide for the automatic suspension of trading activities and liquidation of the pool if certain events occur, such as the decline of pool
NAV per unit below a predetermined level; for example, to 50 percent of the original starting net asset value. In publicly-offered pools, the state Blue Sky guidelines require that
such a blowout point be incorporated into the partnership agreement. For any pool that
has declined substantially in NAV per unit, the auditor should consider any such provisions in the pool partnership agreement from a going-concern perspective and also consider disclosure in the notes to the financial statements.

Fund of Funds
8.124 Commodity pools that operate as fund of fund structures invest in other commodity pools and investment funds. These investments can present challenges with respect
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to obtaining sufficient appropriate audit evidence in support of the existence and valuation assertions because of the lack of a readily determinable fair value for these investments
and the limited investment information generally provided by fund managers.
8.125 The auditor often obtains sufficient appropriate audit evidence with respect to the
existence and valuation assertions associated with the fund investments in the form of (1)
observable market prices (for example, from recent sales or purchase transactions), (2) details of values in the underlying investments, or (3) audited financial statements of the
fund. Given the wide range of fund types, thoughtful assessment of the risk of material
misstatement and evaluation of the sources of possible audit evidence to support the existence and valuation assertions are necessary to design effective audit procedures. Because
of the assessed level of risk of material misstatement and the constraints on the availability
of audit evidence, there may be circumstances where the auditor may not be able to obtain
sufficient appropriate audit evidence over the existence or valuation assertions.
8.126 Auditors should consult the AICPA Practice Aid Alternative Investments—Audit
Considerations for further guidance when planning the audit of a commodity pool structured as a fund of funds. To download this practice aid, please visit http://www.aicpa.org/
download/members/div/auditstd/Alternative_Investments_Practice_Aid.pdf.

Accounting Guidance
Net Asset Value
8.127 A pool’s NAV represents the aggregate value of the pool to its investors and is the
basis of the value of each participant’s interest. Changes in NAV of a pool and in the perunit values are relevant to a pool participant’s decision to hold or sell his or her investment
in the pool. NAV is generally computed based on the assets and liabilities of a pool as determined in accordance with GAAP.
8.128 In some pools, the NAV used to calculate redemption values or for other purposes
differs from NAV for purposes of GAAP. These differences should be described in the footnotes to the financial statements. An example of such a situation would be the accounting
for organizational costs or selling commissions that are accounted for as an expense as incurred and as a reduction of net asset value for GAAP purposes, but are amortized over a
number of years for purposes of determining acquisition or redemption net asset value (or
net asset value for other purposes).
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Accounting for Commissions and Fees Expenses
8.129 Fees and commissions generally should be accrued as they are earned by the parties. Many complex compensation and fee arrangements exist. The auditor should refer to
the various agreements, such as partnership and advisory agreements, to evaluate appropriate accounting treatment.
8.130 Many different arrangements and agreements also exist for commissions and fees
charged to a pool. In determining whether a pool’s accounting for commissions and fees
expense is appropriate and presents fairly its expenses and liabilities for commissions and
fees, the auditor should refer to the relevant agreements governing its commissions and
fees expenses, and consider the particular operating and other characteristics of the pool.
8.131 Although commission income on certain contracts (such as commodity futures
and options) may be billed to customers on a round-turn basis, the commission income
should be recognized in the statement of income on a half-turn basis.
8.132 Therefore, pools recognize fees and commissions expense on futures and options
on futures on a half-turn basis, which means that only the commission and fees for opening the position are recognized as an expense at the time the trade is put on, with any commission and fees expense incurred on closing the position being recognized as an expense
later when the position is closed.

Organization Costs
8.133 Organization costs are costs associated with the legal formation of a pool and are
typically incurred prior to commencement of its business activities. Typical pool organization costs include costs incurred in connection with the following:
Preparing a limited partnership agreement, operating agreement, or other governing agreement of the pool
Registering and making required filings with the state of domicile or with any state
in which the pool expects to do business
Entering into contractual agreements between the pool and other parties, such as
the pool’s general partner or trading advisors
8.134 Organization costs should be expensed as incurred in accordance with FASB ASC
720-15-25-1.
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Offering and Syndication Costs
8.135 Offering and syndication costs are those costs directly attributable to a proposed
contractual offering of pool interests. Typical pool offering and syndication costs include
the following:
Costs incurred in drafting a prospectus, disclosure document, or other offering
memorandum
Blue Sky fees
Selling commissions
Other marketing costs
8.136 Offering and syndication costs may be charged directly to the partners’ capital account and not flow through the income statement, or may be a deferred charge, depending on the circumstances (see the following paragraph). Occasionally, a pool’s limited
partnership agreement calls for the offering costs to be repaid to the pool’s general partner
from interest earned on the pool’s excess margin funds.
8.137 Paragraphs 5–6 of FASB ASC 946-20-25 state that offering costs of closed-end
funds and investment partnerships should be charged to paid-in capital upon the sale of
the shares or units. However, offering costs of open-ended investment companies and of
closed-end funds with a continuous offering period should be recognized as a deferred
charge. This deferred charge should be amortized to expense over 12 months on a straightline basis when operations begin as per FASB ASC 946-20-35-5.

Financial Statements and Other Exhibits
8.138 CFTC financial statement requirements are set forth in various CFTC regulations
as summarized in the following chart:
Annual Report Financial Statement Requirements under CFTC
Regulation 4.22
Regulation 4.7
Regulation 4.12
(d) Must be certified
Need not be certified
Need not be certified
(c) Must be in accord with
(b)(3)(ii) Must be in accord
(b)(iii)(B) Must be in accord
GAAP and include:
with GAAP and include:
with GAAP and include:
(1) The net asset value of the
Not required.
Not required.
pool as of the end of the pool’s
two preceding fiscal years
(continued)
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Regulation 4.22
(2)(i) The net asset value per
outstanding participating unit
in the pool as of the end of the
pool’s two preceding fiscal years
or (ii) The total value of the
participant’s interest or share in the
pool as of the end of each of the
pool’s two preceding fiscal years.
(3) A Statement of Financial
Condition as of the close of the
pool’s fiscal year and preceding
fiscal year.
(4) Statements of Income (Loss),
Changes in Financial Position,
and Changes in Ownership Equity,
for the period between (i) the later
of: (A) the date of the most recent
Statement of Financial Condition
delivered to the Commission
pursuant to this paragraph (c), or
(B) the date of the formation of
the pool, and (ii) the close of the
pool’s fiscal year, together with
Statements of Income (Loss),
Changes in Financial Position,
and Changes in Ownership Equity
for the corresponding period of
the previous fiscal year.
(5) Appropriate footnote
disclosure and such further
material information as may be
necessary to make the required
statements not misleading. For a
pool that invests in other funds,
this information must include,
but is not limited to, separately
disclosing the amounts of income
and expenses associated with each
investment in an investee fund that
exceeds five percent of the pool’s
net assets. The income and expenses
associated with an investment in an
investee fund that is less than five
percent of the pool’s net assets may
be combined and reported in the
aggregate with other investee funds
that, individually, represent an
investment of less than five percent
of the pool’s net assets.
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Regulation 4.7
Not required.

Regulation 4.12
Not required.

(A) A Statement of Financial
Condition as of the close of the
exempt pool’s fiscal year.

(iii) A Statement of Financial
Condition as of the close of the
exempt pool’s fiscal year.

(B) A Statement of Income
(Loss) for the exempt pool’s
fiscal year

(iii) A Statement of Income
(Loss) for the exempt pool’s
fiscal year.

(C) Appropriate footnote
disclosure and any other
material information. For a
pool that invests in other funds,
this information must include,
but is not limited to, separately
disclosing the amounts of
income and expenses associated
with each investment in an
investee fund that exceeds five
percent of the pool’s net assets.
The income and expenses
associated with an investment
in an investee fund that is less
than five percent of the pool’s
net assets may be combined
and reported in the aggregate
with other investee funds that,
individually, represent an
investment of less than five
percent of the pool’s net assets.

(A) Appropriate footnote
disclosure and any other
material information. For a
pool that invests in other funds,
this information must include,
but is not limited to, separately
disclosing the amounts of
income and expenses associated
with each investment in an
investee fund that exceeds five
percent of the pool’s net assets.
The income and expenses
associated with an investment
in an investee fund that is less
than five percent of the pool’s
net assets may be combined
and reported in the aggregate
with other investee funds that,
individually, represent an
investment of less than five
percent of the pool’s net assets.

8.139 The accompanying financial statements, including the required oath and affirmation, illustrate (i) a typical commodity pool presented in accordance with CFTC Regulation 4.22c, and (ii) a fund of funds pool presented in accordance with CFTC Regulation
4.7. These financial statements are illustrative only and have been prepared to show how
various items might be presented. Financial statements of individual pools may vary from
these illustrations depending upon facts or circumstances present at the time of issuance.
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EXHIBIT 8.1
STANDARD COMMODITY POOL, L.P.1
ANNUAL REPORT2, 3
DECEMBER 31, 20X2 AND 20X14, 5

1. If this is a final report, the Commodity Futures Trading Commission (CFTC) staff recommends that a statement to that effect be included on the cover of the report.
2. If a pool is operating under exemptions granted in CFTC Regulation 4.7, Exemption from certain part 4 requirements for commodity pool operators with respect to offerings to qualified eligible persons and for commodity
trading advisors with respect to advising qualified eligible persons, or Regulation 4.12, Exemption from provisions
of part 4, a notation of that fact must be included on the cover page of the report consistent with the requirements of those regulations.
3. If the report is unaudited pursuant to the exemption in CFTC Regulation 4.7, include on its cover a statement to the effect that a certified report will be provided on request of the owners of a majority of the units of
participation in the pool who are unaffiliated with the commodity pool operator (CPO).
4. Comparative financial statements are not required if a pool is operating under exemptions granted in CFTC
Regulation 4.7 or Regulation 4.12.
5. See chapter 8, paragraphs 8.71–.74 for information on filing deadlines and extension requests.
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6. Although CFTC rules do not specify placement of the affirmation, it is frequently bound with the financial
statements.
7. A Statement of Cash Flows is not required if a Statement of Changes in Ownership Equity or Net Assets is
filed. See paragraphs 8.109–.111 for more information.
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STANDARD COMMODITY POOL, L.P.
AFFIRMATION OF THE COMMODITY POOL OPERATOR

To the best of the knowledge and belief of the undersigned, the information contained in the
attached financial statements for the years ended December 31, 20X2 and 20X1 is accurate
and complete.

John O. Smith, President
Standard Advisory Corporation, commodity pool operator for
STANDARD COMMODITY POOL, L.P.
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INDEPENDENT AUDITOR’S REPORT

To the Partners
Standard Commodity Pool, L.P.

We have audited the accompanying statements of financial condition of Standard Commodity
Pool, L.P. including the condensed schedules of investments, as of December 31, 20X2 and
20X1, and the related statements of operations and changes in partners’ capital (net assets) for
the years then ended. These financial statements are the responsibility of the Partnership’s
management. Our responsibility is to express an opinion on these financial statements based
on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Standard Commodity Pool, L.P. as of December 31, 20X2 and 20X1,
and the results of its operations and the changes in its partners’ capital (net assets) for the years
then ended, in conformity with accounting principles generally accepted in the United States
of America.

February 12, 20X3
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STANDARD COMMODITY POOL, L.P.
STATEMENTS OF FINANCIAL CONDITION
DECEMBER 31, 20X2 AND 20X1

Assets
Equity in trading accounts
Cash
Restricted cash
U.S. Government securities, at fair value
(cost $2,747,277 and $1,915,500)
Net unrealized gain on open derivative contracts
Due from brokers

20X2

20X1

$1,000,000
252,748

$1,000,000
796,627

2,700,000
171,303
4,124,051

1,875,000
16,552
3,688,179

16,048
1,275

4,951
1,600

$4,141,374

$3,694,730

$

$

Cash
Other assets
Total assets
Liabilities
Commissions payable
Redemption payable
Derivative instruments sold, not yet purchased:
Options (proceeds $10,700 and $60,200)
Incentive fee payable
General Partner management fee payable
Advisor management fees payable
Total liabilities
Partners’ Capital (Net Assets)
General Partner—51 and 25 units
outstanding at December 31, 20X2 and 20X1
Limited Partners—915 and 1,038 units
outstanding at December 31, 20X2 and 20X1
Total partners’ capital
(Net Assets)
Total liabilities and partners’ capital

9,238
1,000
12,792

68,401

6,931
1,038
2,730

55,222
42,558
5,489

33,729

183,620

216,863

82,575

3,890,782

3,428,535

4,107,645

3,511,110

$4,141,374

$3,694,730

The accompanying notes are an integral part of these financial statements.
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11,950

STANDARD COMMODITY POOL, L.P.
CONDENSED SCHEDULE OF INVESTMENTS

Description
Securities
United States Treasury Bonds—
8% due 6/30/X3
Cost $2,747,277; $1,915,500)
Futures contracts
Currencies
Financials
Metals
Total futures contracts
Short call options
Metals (Proceeds $10,700; $60,200)

December 31, 20X2
Percent of
Net Assets
Fair Value

December 31, 20X1
Percent of
Net Assets
Fair Value

65.73%

53.40%

1.70%
1.22%
1.25%
4.17%
.30%

$2,700,000)

$

70,000)
50,000)
51,303)
$ 171,303)
$

(12,792)

$1,875,000)

.28%
.11%
.08%
.47%

$

$

10,000)
4,000)
2,552)
16,552)

1.95%

$

(68,401)

The accompanying notes are an integral part of these financial statements.
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STANDARD COMMODITY POOL, L.P.
STATEMENTS OF OPERATIONS
FOR THE YEARS ENDED DECEMBER 31, 20X2 AND 20X1
20X2

20X1

$1,381,468

$ 908,337)

154,083

(154,716)

Net realized and unrealized gain on investments
Investment Income:
Interest

1,535,551

753,621)

188,769

178,302)

Total income

1,724,320

931,923)

279,344
275,169
44,457
36,413
43,621

220,437)
142,830)
54,872)
22,083)
37,120)

679,004

477,342)

$1,045,316

$ 454,581)

97,514

—)

$947,802

$ 454,581)

Income
Realized and unrealized gain or (loss) on investments:
Net realized gain on investments
Net change in unrealized appreciation (depreciation)
on investments

Expenses
Brokerage commissions8
Incentive fees to subadvisors
General Partner management fee
Advisor management fees
Operating expenses
Total expenses
Net income before special allocation to the
general partner
Special allocation to the general partner
Net income available for pro rata distribution

The accompanying notes are an integral part of these financial statements.
8. Pursuant to CFTC regulations, brokerage commissions are required to be separately presented on the statement of operations of commodity pools. Whether it is for comparability to other investment companies, or
other reasons, particularly if a pool is trading financial instruments in addition to futures and options on
futures, many commodity pools display the brokerage commissions as a separate line in the gain on investment section of the statement of operations. See the financial highlights footnote for additional discussion.
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STANDARD COMMODITY POOL, L.P.
STATEMENTS OF CHANGES IN PARTNERS’ CAPITAL (NET ASSETS)
FOR THE YEARS ENDED DECEMBER 31, 20X2 AND 20X1

Balances at January 1, 20X1
Allocation of net income for the
year ended December 31, 20X1:
Special allocation to the
General Partner
Net income available for
pro rata distribution
Redemptions
Balances at December 31, 20X1
Subscriptions
Allocation of net income for the
year ended December 31, 20X2:
Special allocation to the
General Partner9
Net income available for
pro rata distribution
Redemptions
Balances at December 31, 20X2

Total
Number
of Units
1,296)

General
$ 72,431

Partners’ Capital
Limited
$3,682,046)

Total
$3,754,477)

0

0)

0)

(233)
1,063)
91)

10,144
0
82,575
0

444,437)
(697,948)
3,428,535)
354,500)

454,581)
(697,948)
3,511,110)
354,500)

26)

97,514

0)

97,514)

(214)
966)

36,774
0
$216,863

911,028)
(803,281)
$3,890,782)

947,802)
(803,281)
$4,107,645)

Net Asset Value Per Unit*
December 31,
20X2
20X1
$4,252.22
$3,303.02

The accompanying notes are an integral part of these financial statements.
9. Please refer to CFTC Interpretative Letter 94-3 for presentation of incentive fees (available at
www.CFTC.GOV search words “CFTC 94-03”). As this practice aid goes to publication, the CFTC proposes
to codify several existing staff interpretations in its regulations.
* For the purposes of CFTC Regulation 4.22e, for nonunitized pools, provide a schedule listing each partner’s
individual net asset value for the most recent two years. A code for each partner may be used instead of the
partner’s name. Partners should not receive financial information regarding other partners.
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STANDARD COMMODITY POOL, L.P.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 20X2 AND 20X1
NOTE: The following notes are illustrative only. In some situations, the information in
the notes may be better presented within the financial statements; in other situations, information not required by regulation may not be sufficiently material to warrant disclosure. Additionally, these notes may not include all disclosures required by any individual
entity or Regulation S-X. For possible additional disclosures, please refer to the AICPA
Audit and Accounting Guide Brokers and Dealers in Securities.
The following notes have been updated to reflect references to the Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC)TM. The affected notes
generally contain text directly from FASB ASC. Industry specific language, or the FCM’s
or IB’s individual circumstances, may affect the language used when preparing the notes to
financial statements.
NOTE 1. ORGANIZATION
General Description of the Partnership
Standard Commodity Pool, L.P. (the Partnership) was organized under the Delaware Revised
Uniform Limited Partnership Act on January 1, 2001 and operates as a commodity pool. The
Partnership engages in the speculative trading of futures, options, and forward contracts on a
wide range of commodities and securities. It is subject to the following:
The regulations of the Commodity Futures Trading Commission (CFTC), an
agency of the U.S. Government that regulates most aspects of the commodity
futures industry
The rules of the National Futures Association (NFA), an industry self-regulatory
organization
The requirements of commodity exchanges where the Partnership executes
transactions
NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
A.

Method of Reporting and Use of Estimates
The Partnership’s financial statements are presented in accordance with U. S. generally
accepted accounting principles (GAAP). Such principles require using certain estimates
and assumptions, made by the Partnership’s management, in determining the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and reported amounts of revenues and expenses during
the reporting period. Actual results could differ from those estimates.
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The Partnership trades commodities, including futures, forwards, and options on
futures, and other financial instruments. These commodities and financial product
are exposed to various risks such as interest rate, market, and credit risks. Due to the level
of risk associated with certain products, it is at least reasonably possible that changes in
the values of these products will occur in the near term and that such changes could materially affect partners’ capital and the amounts reported in the statements of financial
condition.
In the normal course of business, the Partnership enters into contracts that contain a variety of representations and warranties which provide general indemnifications. The Partnership’s maximum exposure under these arrangements is unknown as this would involve
future claims that may be made against the Partnership that have not occurred. However,
based on experience, the General Partner expects the risk of loss to the Partnership to be
remote.
B.

Investment Transactions and Income
Transactions in commodities and other financial instruments are recorded on trade date.
Interest income, including, where applicable, accretion of discount and amortization of
premium on investments, is recognized on the accrual basis.
Gains or losses are realized when contracts are liquidated. Unrealized gains or losses on
open contracts (the difference between contract purchase price and the fair value) at the
date of the statement of financial condition are included in equity in trading accounts.
Any change in net unrealized gain or loss from the preceding period is reported in the
statement of operations.

C.

Fair Value of Financial Instruments
U.S. Government securities and commodity futures, options, and forward contracts are
carried at fair value. Fair value is the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market participants at the measurement date. Under the fair value hierarchy, the inputs to valuation techniques are prioritized into the following levels:
Level 1 inputs are quoted prices (unadjusted) for identical assets or liabilities in active markets the Partnership has the ability to access.
Level 2 inputs are inputs (other than quoted prices included within level 1) that are
observable for the asset or liability, either directly or indirectly.
Level 3 inputs are unobservable inputs for the asset or liability and rely on management’s own assumptions about the assumptions that market participants would use
in pricing the asset or liability. (The unobservable inputs would be developed based
on the best information available in the circumstances and may include the Partnership’s own data.)
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A fair value measurement assumes that the transaction to sell the asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal market, the most advantageous market. A financial instrument’s level within the fair
value hierarchy is based on the lowest level of any input that is significant to the fair value
measurement.
U.S. Government securities and other cash investments that trade in active markets and
are valued using quoted market prices, broker or dealer quotations, or alternative pricing
sources with reasonable levels of price transparency are classified within level 1 of the fair
value hierarchy. Instruments that are not actively traded and are valued based on quoted
prices in markets or by reference to broker or dealer quotations are generally classified
within level 2 of the fair value hierarchy.
Exchange-traded futures and options contracts are typically categorized within level 1 or
level 2 of the fair value hierarchy, depending on whether or not they are deemed to be actively traded. Futures and options contracts that are not actively traded are valued based
on quoted prices in markets or by reference to broker or dealer quotations, and are generally classified within level 2 of the fair value hierarchy. Derivative contracts traded in
the over-the-counter market are valued using market transactions and other market evidence whenever possible, including market-based inputs to models, broker or dealer quotations or alternative pricing sources with reasonable levels of price transparency. The
Partnership generally uses similar models to value similar instruments. Valuation models
require a variety of inputs, including contractual terms, market prices, yield curves, credit
spreads and measures of volatility. For OTC derivatives that trade in liquid markets (such
as generic forwards, swaps and options) where model inputs can generally be verified and
model selection does not involve significant management judgment, such instruments
are generally classified within level 2 of the fair value hierarchy.
At December 31, 20X2 and 20X1, all of the Partnership’s investments are considered
level 1 financial instruments.
Substantially all of the Partnership’s other assets and liabilities are considered financial instruments and are short-term or replaceable on demand and, therefore, their carrying
amounts approximate fair value.
D. Brokerage Commissions
Brokerage commissions include other trading fees and are charged to expense when a position is opened and again when the position is closed.
E.

Income Taxes
No provision for federal income taxes has been made in these financial statements because each partner is individually responsible for reporting income or loss based on their
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respective share of the Partnership’s income and expenses as reported for income tax purposes. The Partnership prepares calendar year U.S. and state information tax returns and
reports to the partners their allocable shares of the Partnership’s income, expenses, and realized gains or losses.
The Partnership applies the provisions of FASB ASC 740, Income Taxes, which provides
guidance for how uncertain tax positions should be recognized, measured, presented and
disclosed in the financial statements. This guidance requires the evaluation of tax positions taken or expected to be taken in the course of preparing the Partnership’s financial
statements to determine whether the tax positions are “more-likely-than-not” of being
sustained by the applicable tax authority. Tax positions with respect to tax at the partnership level not deemed to meet the “more-likely-than-not” threshold would be recorded as
a tax benefit or expense in the current year. The General Partner has concluded there is
no tax expense to be recorded by the Partnership for the years ended December 31, 20X2
and 20X1.
The following are the major tax jurisdictions for the partnership and the earliest tax year
subject to examination: United States—2008 and New York State—2008.
F.

Foreign Currency Transactions
The Partnership’s functional currency is the U.S. dollar; however, it transacts business in
currencies other than the U.S. dollar. Assets and liabilities denominated in currencies
other than the U.S. dollar are translated into U.S. dollars at the rates in effect at the date
of the statement of financial condition. Income and expense items denominated in currencies other than the U.S. dollar are translated into U.S. dollars at the rates in effect during the period. Gains and losses resulting from the translation to U.S. dollars are reported
in net realized and unrealized gains on investments.

G.

Dissolution of the Partnership
The Partnership will terminate on December 31, 20YZ or at an earlier date if certain
conditions occur, including a decline in aggregate Net Assets to less than $250,000, as set
forth in the Limited Partnership Agreement.

H. Restricted Cash
At December 31, 20X2 and 20X1, the amount of restricted cash held by the Partnership
for margin requirements was $252,748 and $796,627, respectively.
NOTE 3. PARTNERSHIP TERMS
The General Partner is Standard Advisory Corporation, which conducts and manages the
business of the Partnership. The General Partner is required by the Limited Partnership Agreement to maintain an investment in the Partnership of at least one percent of the partners’ capital balance.
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The General Partner and each Limited Partner share in the profits and losses of the partnership in proportion to their respective interests in the partnership, except for the special
allocation to the General Partner. A Limited Partner’s loss is limited to the amount of his or
her investment.
The General Partner receives a monthly management fee with respect to each Limited Partner,
equal to approximately one twelfth of one percent (one percent annually) of the Limited Partner’s capital balance on the last business day of the month as per the partnership agreement.
General Partner management fees totaled $44,457 in 20X2 and $54,872 in 20X1. The General Partner is allocated from each Limited Partner on the last business day of each calendar
quarter, an incentive allocation equal to 10 percent of the excess of Net Capital Appreciation
less Net Capital Depreciation (as each term is defined in the Partnership Agreement) over any
balance remaining in such Limited Partner’s Loss Recovery Account (as defined) as of the beginning of such calendar quarter. The special allocation to the General Partner was $97,514 in
20X2 and $0 for 20X1.
Partners may buy units and partial units at the beginning of any month in which units are
offered
NOTE 4. DISTRIBUTIONS AND REDEMPTIONS
The Partnership is not required to make distributions, but may do so at the sole discretion of
the General Partner. A Limited Partner may request a redemption of units owned as of the
close of business on the last business day of any calendar month with a minimum of fifteen
days written notice. The General Partner has the ability to impose limitations on redemptions
under certain circumstances.
Withdrawals are recognized as liabilities, net of any incentive allocation, when the amount requested in the withdrawal notice becomes fixed. This generally occurs either at the time of the
receipt notice, or on the last day of a fiscal period, depending on the nature of the request. Accordingly, withdrawals paid after the end of the year, but based upon year-end capital balances,
are reflected as withdrawals payable on the year-end statement of financial condition. The
amount of capital subject to withdrawal notices received for which the dollar amount is not
fixed remains in capital until the amount is determined. Withdrawals payable are recorded as
liabilities payable but are treated as capital for purposes of computing the allocations of gains
and losses pursuant to the partnership agreement.
NOTE 5. RELATED-PARTY TRANSACTIONS
A portion of the brokerage commissions paid by the Partnership to the brokers is in turn paid
by the brokers to the General Partner. The amounts included for these commissions in brokerage commissions on the statement of operations for 20X2 and 20X1 are $174,304 and
$124,000, respectively.
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The General Partner pays all operating expenses, including personnel expenses, incurred by
the Partnership. The Partnership reimburses the General Partner a monthly amount not to exceed one-twelfth of one percent (one percent annually) of the Net Asset Value of the Partnership, plus amounts incurred in connection with services performed by independent legal
counsel and other professional services providers as more fully described in the partnership
agreement. The reimbursement to the General Partner and such professional fees are reflected
as operating expenses in the statement of operations. All operating expenses which exceed
these amounts are borne by the General Partner.
NOTE 6. COMMODITY TRADING ADVISORS
The Partnership has advisory agreements with various commodity trading advisors (subadvisors) pursuant to which the Partnership pays monthly management fees ranging from zero
percent to one-sixth of one percent (two percent annually) of the amount under management
(as separately defined in each advisory agreement) and quarterly incentive fees ranging from
15 percent to 30 percent of the trading profits (as separately defined in each advisory agreement). Advisory management fees totaled $36,413 in 20X2 and $22,083 in 20X1 and incentive fees paid to subadvisors were $275,169 in 20X2 and $142,830 in 20X1.
NOTE 7. DEPOSITS WITH BROKERS
The Partnership deposits cash and U.S. Government securities with brokers subject to CFTC
regulations and various exchange and broker requirements. Margin requirements are satisfied
by the deposit of cash and securities with such brokers. The Partnership earns interest income
on its cash deposited with the brokers.
NOTE 8. TRADING ACTIVITIES AND RELATED RISKS
The Partnership engages in the speculative trading of U.S. and foreign futures contracts, options on U.S. and foreign futures contracts, and forward contracts (collectively, derivatives).
These derivatives include both financial and nonfinancial contracts held as part of a diversified
trading strategy. The Partnership is exposed to both market risk, the risk arising from changes
in the market value of the contracts, and credit risk, the risk of failure by another party to perform according to the terms of a contract.
The purchase and sale of futures and options on futures contracts requires margin deposits
with FCMs. Additional deposits may be necessary for any loss on contract value. The
Commodity Exchange Act (CEAct) requires an FCM to segregate all customer transactions
and assets from the FCM’s proprietary activities. A customer’s cash and other property (for example, U.S. Treasury bills) deposited with an FCM are considered commingled with all other
customer funds subject to the FCM’s segregation requirements. In the event of an FCM’s insolvency, recovery may be limited to a pro rata share of segregated funds available. It is possible that the recovered amount could be less than the total of cash and other property
deposited.
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The Partnership has cash on deposit with an interbank market maker in connection with its
trading of forward contracts. In the event of an interbank market maker’s insolvency, recovery
of the Partnership assets on deposit may be limited to account insurance or other protection
afforded such deposits. In the normal course of business, the Partnership does not require collateral from such interbank market maker. Because forward contracts are traded in unregulated markets between principals, the Partnership also assumes a credit risk, the risk of loss
from counterparty nonperformance.
For derivatives, risks arise from changes in the market value of the contracts. Theoretically, the
Partnership is exposed to market risk equal to the value of futures and forward contracts purchased and unlimited liability on such contracts sold short. As both a buyer and seller of options, the Partnership pays or receives a premium at the outset and then bears the risk of
unfavorable changes in the price of the contract underlying the option. Written options expose
the Partnership to potentially unlimited liability; for purchased options the risk of loss is limited to the premiums paid.
Net trading results from derivatives for the years ended December 31, 20X2 and 20X1, are reflected in the statement of operations. Such trading results reflect the net gain arising from the
Partnership’s speculative trading of futures contracts, options on futures contracts, and forward contracts.
The General Partner has established procedures to actively monitor and minimize market and
credit risks.
NOTE 9. Financial Highlights
20X2

20X1

32.2)%
( 3.5)%
28.7)%

12.07%
0%
12.07%

Operating Performance:
Total return before special allocation
Special allocation
Total return after special allocation

An individual limited partner’s return may vary from these returns based on the timing of capital contributions and withdrawals.
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Supplemental Data:

Ratio to Limited Partners’ average net assets:
Operating expenses10
Special allocation
Total expenses and special allocation
Net investment loss

20X2

20X1

20.8)%
3.6)%
24.4)%
(15.1)%

12.67)%
0 )%
12.67)%
( 7.94)%

An individual partner’s ratio may vary from these ratios based on the timing of capital contributions and withdrawals.
Changes in the Limited Partner Net Asset Value per Share were as follows:

Net Asset Value per Share at January 1:
Interest income
Expenses (including special incentive allocation)
Net realized and unrealized gains
Net Income per Share
Net Asset Value per Share at December 31:

20X2
$3,303.02)

20X1
$2,953.35)

191.70)
(801.80)
1,559.30)

137.15)
(367.18)
579.70)

949.20)

349.67)

$4,252.22)

$3,303.02)

10. The AICPA Audit and Accounting Guide Investment Companies indicates that, “Generally, the determination of expenses for computing those ratios should follow the presentation of expenses in the fund’s statement of operations.” If a pool displays brokerage commissions in the investment gains and losses section of
the statement of operations, there should be either a separate line reporting of brokerage commissions in the
financial highlights table, or a narrative disclosure of the inclusion or exclusion of brokerage commissions in
the expense and investment income ratios to average net assets.
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EXHIBIT 8.2
XYZ CO. L.P.1
ANNUAL REPORT2, 3
DECEMBER 31, 20X14
(With Independent Auditors’ Report Thereon)
This report is submitted pursuant to an exemption claimed pursuant to
Section 4.7 of the Regulations under the Commodity Futures Trading Commission5, 6

1. If this is a final report, the Commodity Futures Trading Commission (CFTC) staff recommends that a statement to that effect be included on the cover of the report.
2. If a pool is operating under exemptions granted in CFTC Regulation 4.7, Exemption from certain part 4 requirements for commodity pool operators with respect to offerings to qualified eligible persons and for commodity
trading advisors with respect to advising qualified eligible persons, or Regulation 4.12, Exemption from provisions
of part 4, a notation of that fact must be included on the cover page of the report consistent with the requirements of those regulations.
3. If the report is unaudited pursuant to the exemption in CFTC Regulation 4.7, include on its cover a statement to the effect that a certified report will be provided upon request of the owners of a majority of the units
of participation in the pool who are unaffiliated with the commodity pool operator (CPO).
4. Comparative financial statements are required if a pool is not operating under exemptions granted in CFTC
Regulation 4.7 or Regulation 4.12.
5. See paragraph 8.81 for financial statements required by CFTC rules.
6. See paragraphs 8.71–.74 for information on filing deadlines and extension requests.
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7. Although CFTC rules do not specify placement of the affirmation, it is frequently bound with the financial
statements.
8. Although a report submitted under an exemption granted in CFTC Regulation 4.7 is not required to be
audited, these statements are nevertheless, commonly audited.
9. A statement of cash flows is not required if the conditions in Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 230-10-15-4 are met. See paragraphs 8.109–.111 for more
information.
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XYZ CO. L.P.
AFFIRMATION OF THE COMMODITY POOL OPERATOR

To the best of my knowledge and belief, the information contained in the attached financial
statements as of and for the year ended December 31, 20X1, is accurate and complete.

John O. Smith, President
XYZ GP L.L.C. commodity pool operator for
XYZ CO. L.P.
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INDEPENDENT AUDITORS’ REPORT

The Partners
XYZ Co L.P.:

We have audited the accompanying statement of financial condition of XYZ Co. L.P., including the condensed schedule of investments, as of December 31, 20X1, and the related statements of income, changes in partners’ capital, and cash flows for the year then ended. These
financial statements are the responsibility of the General Partner. Our responsibility is to express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by the General Partner, as well as evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for
our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of XYZ Co. L.P. as of December 31, 20X1, and the results of its operations, changes in its partners’ capital, and its cash flows for the year then ended, in conformity
with accounting principles generally accepted in the United States of America.

May 13, 20X2
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XYZ CO. L.P.
STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 20X1
Assets
Investments in partnerships, at fair value (cost $309,343,916)
Due from broker
Cash
Restricted Cash
Net unrealized gain on open derivative contracts

$336,243,387
$38,000,000
727,102
116,801

38,843,903

Receivable for withdrawal from investments in partnerships
Total assets
Liabilities and Partners’ Capital
Liabilities:
Contributions received in advance
Redemption payable
Accrued expenses and other fees
Other payables
Total liabilities
Partners’ capital
Total liabilities and partners’ capital

6,225,710
$381,313,000

$

689,000
1,000,000
203,998
199,992
2,092,990
379,220,010

$381,313,000

The accompanying notes are an integral part of these financial statements.
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XYZ CO. L.P.
CONDENSED SCHEDULE OF INVESTMENTS
DECEMBER 31, 20X1
Fair Value
Investments in U.S. partnerships:10, 11
ABC Fund L.P. (12.03%)
LMN Fund L.P. (11.27%)
789 Fund LLC (9.76%)
123 Fund L.P. (9.57%)
DEF Fund L.P. (8.92%)
RST Fund L.P. (8.68%)
Other (28.44%)
Total investments in U.S. partnerships (cost $309,343,916) (88.67%)
Futures contracts (0.01%):
Currencies (0.01%)
Indices (0.01%)
Energy (0.01%)**
Financial (0.01%)
Grains (0.00%)**
Total futures contracts
Forward contracts—metals (0.01%)

$ 45,641,007)
42,729,741)
36,998,627)
36,285,888)
33,826,038)
32,916,553)
107,845,533)
$336,243,387)
$

47,323)
29,844)
24,028)
(31,913)
2,825)

$

72,107)

$

44,694)

** Due to rounding

The accompanying notes are an integral part of these financial statements.
10. Investments in investee entities need to be measured in relation to investor entity’s net assets to determine
whether disclosures required by Paragraph 7.16 of AICPA Audit and Accounting Guide Investment Companies are required for such underlying investments.
11. See note 3 herein for additional disclosures.
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XYZ C0. L.P.
STATEMENT OF INCOME
YEAR ENDED DECEMBER 31, 20X1
Investment income:
Interest
Other income

$

376,091)
2,658)

Total income

378,749)

Expenses:
Management fees
Trading advisor fees
Brokerage commissions12
Professional fees
Other expenses

1,833,590)
141,666)
134,561)
482,098)
6,905)

Total expenses
Net investment loss
Net realized gain on:
Investments in partnerships
Futures and forward transactions
Net realized gain on investments
Net change in unrealized appreciation on:
Investments in partnerships
Futures and forward positions
Net change in unrealized appreciation on investments
Net realized gain and net change in unrealized appreciation on investments
Net income before incentive allocation to General Partner
Incentive allocation to General Partner
Net income available for pro rata distribution

2,598,820)
(2,220,071)
6,383,710)
718,076)
7,101,786)
20,468,957)
28,386)
20,497,343)
27,599,129)
25,379,058)
(216,322)
$25,162,736)

The accompanying notes are an integral part of these financial statements.
12. Pursuant to CFTC regulations, brokerage commissions are required to be separately presented on the statement of operations of commodity pools. Whether it is for comparability to other investment companies, or
other reasons, particularly if a pool is trading financial instruments in addition to futures and options on futures, many commodity pools display the brokerage commissions as a separate line in the gain on investment
section of the statement of operations. See the financial highlights footnote for additional discussion.
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XYZ CO. L.P.
STATEMENT OF CHANGES IN PARTNERS’ CAPITAL
YEAR ENDED DECEMBER 31, 20X1

Partners’ capital at January 1, 20X1
Capital contributions
Capital withdrawals
Allocation of net income:13
Pro rata allocation
Incentive allocation
Partners’ capital at December 31, 20X1

General
Partner
$2,614,892)
— )
(300,000)

Limited
Partners
$ 81,532,888)
293,149,877)
(23,156,705)

Total
$ 84,147,780)
293,149,877)
(23,456,705)

211,511)
216,322)
$2,742,725)

24,951,225)
—
)
$376,477,285)

25,162,736)
216,322)
$379,220,010)

The accompanying notes are an integral part of these financial statements.
13. This example shows an incentive allocation; other partnerships may show such items as an expense instead of
an allocation of capital. Please refer to CFTC Interpretative Letter 94-3 for presentation of incentive fees as
reflected above (available at www.CFTC.GOV, search words “CFTC 94-03”). As this practice aid goes to
publication, the CFTC proposes to codify several existing staff interpretations in its regulations.
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XYZ C0. L.P.
STATEMENT OF CASH FLOWS
YEAR ENDED DECEMBER 31, 20X1
Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash used in
operating activities:
Net change in unrealized appreciation on investments
Changes in operating assets and liabilities:
Decrease in due from broker
Decrease in receivable for withdrawal from investments in partnerships
Decrease in contributions received in advance
Increase in accrued expenses and other fees
Increase in due to affiliate
Decrease in due to partner
Total adjustments
Investment transactions:
Purchases of partnership investments
Redemptions of partnership investments
Net cash used in operating activities
Cash flows from financing activities:
Capital contributions
Capital withdrawals
Net cash provided by financing activities
Net increase (decrease) in cash
Cash at beginning of year
Cash at end of year

$

25,379,058)

(20,497,343)
145,524)
5,165,214)
(24,461,000)
82,463)
141,078)
(26,371)
(39,450,435)
(386,000,000)
129,378,205)
(256,621,795)
(270,693,172)
293,149,877)
(22,456,705)
270,693,172)
—
)
—
)
$
—
)

Supplemental schedule of noncash financing activity:
Partners’ capital withdrawals accrued in 20X1, paid in 20X2

The accompanying notes are an integral part of these financial statements.
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1,000,000)

XYZ C0. L.P.
NOTES TO FINANCIAL STATEMENTS
YEAR ENDED DECEMBER 31, 20X1
NOTE: The following notes are illustrative only. In some situations, the information in
the notes may be better presented within the financial statements; in other situations, information not required by regulation may not be sufficiently material to warrant disclosure. Additionally, these notes may not include all disclosures required by any individual
entity or Regulation S-X. For possible additional disclosures, please refer to the AICPA
Audit and Accounting Guide Brokers and Dealers in Securities.
The following notes have been updated to reflect references to the Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC)™. The affected notes
generally contain text directly from FASB ASC. Industry specific language, or the FCM’s
or IB’s individual circumstances, may affect the language used when preparing the notes to
financial statements.
1.

Organization
XYZ Co. L.P. (the Partnership) was organized as a Delaware Limited Partnership in
August 2001.
The Partnership’s investment objective is to invest through the medium of private investment partnerships (or other entities) and through a portfolio of proprietary trading
methodologies to produce an attractive rate of investment return and preserve capital.
The Partnership seeks above-average capital appreciation with relatively low volatility in
a manner not intended to reflect the performance of equity and fixed income portfolios,
real estate, or other traditional asset classes.
XYZ GP, L.L.C., (the General Partner), a Delaware limited liability company organized
in June 2001, is the General Partner of the Partnership. The General Partner is a registered Commodity Pool Operator under the Commodity Exchange Act and is a member
of the National Futures Association (NFA). In the event that the General Partner intends
to make a withdrawal from its capital account that would reduce its capital account to
less than $3,000,000, the General Partner must give written notice to the limited partners at least 45 days prior to such withdrawal and must give the limited partners an opportunity to make a withdrawal at the same time.
XYZ Investment Group, Inc. (the Management Company), a New York corporation and
a registered investment adviser under the U.S. Investment Advisers Act of 1940, as
amended, provides management services to the Partnership. The managing member of
the General Partner is a stockholder and director of the Management Company.
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2.

Summary of Significant Accounting Policies
a.

Investments
Investments in partnerships are reported at fair value in the accompanying statement of financial condition and represent investments in private investment partnerships and other flow-through entities that trade domestic and foreign equity and
fixed income securities as well as financial and other related futures, forwards, and
option contracts under the direction of asset managers. In the normal course of
business, the Partnership makes certain commitments to invest in other funds. Unfunded commitments are met by short-term borrowings until anticipated capital
contributions are received.
A multistrategy approach permits investors to benefit from an array of market
opportunities. Strategies are mainly based upon exploiting anomalies or supply/
demand imbalances. At December 31, 20X1, the Partnership was invested in partnerships whose strategies included risk arbitrage, capital structure arbitrage, corporate bond arbitrage, and long/short equity.

b.

Derivative Financial Instruments
In the normal course of business, as part of its investment strategy, the Partnership
may invest in futures, forwards, and option contracts. These derivative financial
contracts are used to adjust the risk and return characteristics of the Partnership’s investment portfolio. These investments involve, to varying degrees, elements of market and credit risk that may have a financial impact in excess of the amounts
recognized in the statement of financial condition. The face or contract amounts reflect the extent of the involvement the Partnership has in the particular classes of instruments. Risk may be caused by an imperfect correlation between movements in
the price of the underlying securities and interest rates. Risk also may arise if there is
an illiquid secondary market for the instruments, or due to the inability of counterparties to perform.
Upon entering into a futures contract, the Partnership is required to deposit either
cash or securities (initial margin) in an amount equal to a certain percentage of the
contract value. Subsequent payments (variation margin) are made or received by the
Partnership each day. The variation margin payments are generally equal to the
daily changes in the contract value and are recorded as unrealized gains and losses.
The Partnership recognizes a realized gain or loss when a futures contract is closed.
The Partnership may enter into foreign currency forward contracts to reduce the
currency risk associated with certain portfolio positions. Forward contracts are overthe-counter (OTC) contracts for delayed delivery of currency in which
the buyer agrees to buy and the seller agrees to deliver a specified currency at a specified price on a specified date. Because the terms of forward contracts are not standardized, they are not traded on organized exchanges and generally can be
terminated or closed-out only by agreement of both parties to the contract.
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The Partnership will realize a gain or loss upon the expiration or closing of an option transaction. When an option is exercised, the proceeds on the sale of an underlying instrument (for either a written call option or a purchased put option), or the
purchase cost of an underlying instrument (for either a written put option or purchased call option) is adjusted by the amount of the premium received or paid.
c.

Due From Broker
Due from broker includes deposits at broker, open trade equity from futures and
forward contracts, option premiums received, and accrued interest receivable.

d.

Revenue Recognition
Derivative financial contracts are valued at fair value. Changes in the fair value of
these contracts are recorded as unrealized gains or losses in the accompanying
statement of income. Realized gains and losses on these derivative financial contracts (excluding commissions and other exchange related fees) are recognized
when such contracts are closed or expired. Commissions and other exchange related fees from these transactions are recorded separately in the accompanying
statement of income.
All foreign currency forward contracts are valued on each valuation date at the applicable foreign exchange rate and any resulting unrealized gain or loss is recorded
on such date. The Partnership realizes gains and losses at the time forward contracts
are extinguished or closed upon entering into an offsetting contract.

e.

Income Taxes
No provision has been made in the accompanying financial statements for U.S.
Federal or state income taxes as any income tax liability arising from the operations
of the Partnership is the responsibility of the partners and not that of the Partnership. Individual partners are subject to income taxes on their proportionate share of
Partnership net income or loss.
The Partnership applies the provisions of FASB ASC 740, Income Taxes, which provides guidance for how uncertain tax positions should be recognized, measured,
presented and disclosed in the financial statements. FASB ASC 740 requires the
evaluation of tax positions taken or expected to be taken in the course of preparing
the Partnership’s financial statements to determine whether the tax positions are
“more-likely-than-not” of being sustained by the applicable tax authority. Tax
positions with respect to tax at the partnership level not deemed to meet the “morelikely-than-not” threshold would be recorded as a tax benefit or expense in the current year. The General Partner has concluded there is no tax expense to be recorded
by the Partnership for the year ended December 31, 20X1.
The following are the major tax jurisdictions for the Partnership and the earliest tax
year subject to examination: United States—2008 and New York State—2008.
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f.

Management’s Use of Estimates
The preparation of financial statements, in conformity with accounting principles
generally accepted in the United States of America, requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.
Further, the Partnership has invested in various financial instruments. These financial instruments are exposed to various risks such as interest rate, market, and credit
risks. Due to the level of risk associated with certain investment securities, it is at
least reasonably possible that changes in the values of these financial instruments
will occur in the near term and that such changes could materially affect partners’
capital and the amounts reported in the statement of financial condition.
In the normal course of business, the Partnership enters into contracts that contain
a variety of representations and warranties that provide general indemnifications.
The Partnership’s maximum exposure under these arrangements is unknown as this
would involve future claims that may be made against the Partnership that have not
occurred. However, based on experience, the General Partner expects the risk of loss
to the Partnership to be remote.

g.

Restricted Cash
At December 31, 20X1, the amount of restricted cash held by the Partnership for
margin requirements was $727,102.

3.

Investments in Partnerships
The Partnership invests in other partnerships. These investments are subject to the terms
of the respective limited partnership agreements, private placement memoranda, and
other governing agreements.
The Partnership emphasizes “market-neutral” investment strategies. As a general policy,
market-directional bias will not be explicitly taken. The asset managers may, from timeto-time, take positions in certain markets to hedge excessive concentrations of risk.
Income from investments in these other partnerships is net of the Partnership’s proportionate share of fees and expenses incurred or charged by these investment partnerships.
During the year ended December 31, 20X1, these investment partnerships charged
management fees of up to 2 percent annually and performance based fees of up to 25
percent.
The Partnership’s risk of loss in these partnerships is limited to its investment. The Partnership may make additional contributions or withdrawals. The Partnership typically has
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the ability to withdraw its investment from these partnerships on a periodic basis with
certain days’ advanced notice that varies per partnership; however, management of each
investment has the ability to impose limitations on withdrawals under certain circumstances.
The following table summarizes the Partnership’s investments in private investment partnerships as of and for the year ended December 31, 20X1, by investment strategy:

(see table next page)
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8.92

DEF Fund LP

8.68

28.44
88.67

RST Fund LP

Other funds:
Total

107,845,533
$336,243,387

32,916,553

36,998,627

42,729,741

33,826,038

36,285,888

Fair Value
$ 45,641,007

20,625,915)
$26,852,667)

(761,959)

2,473,794)

2,261,984)

326,038)

285,888)

Income
(Loss)
$ 1,641,007)

1,274,914
$2,711,777

365,7

274,140

331,272

136,318

90,767

Mgmt
$ 238,655

Fees

1,748,153
$3,539,625

05555

634,803

573,025

87,470

77,866

Incentive
$ 418,308

Investment
Objective
Corporate Bond
Arbitrage
Corporate Bond
Arbitrage
Corporate Bond
Arbitrage
Corporate Bond
Arbitrage
Mortgage Backed
Security Arbitrage
G-7 Government
Arbitrage
Other
Monthly-Annually

Monthly

Monthly

Annually

Quarterly

Quarterly

Redemptions
Permitted*
Quarterly

* Redemptions permitted are at the discretion of the respective investment. Each investment in which the Partnership has invested has the right to temporarily restrict withdrawals/redemptions for time periods beyond those described in this table. No such restrictions have been imposed on any of the Partnership’s investments as of December 31,
20X1.

9.76

789 Fund LLC

11.27

9.57

123 Fund LP

LMN LP

% of Net
Assets
12.03

Investment
ABC Fund LP.

The following represents the investment strategy for each of the Partnership’s investments representing greater than 5% of net assets as of December 31, 20X1:
The Partnership’s corporate bond arbitrage strategy includes investments in ABC Fund,
L.P. (ABC), 123 Fund, L.P. (123) and DEF Fund, L.P. (DEF).
ABC’s investment objective is to seek to generate significant medium-term capital
growth within a strong risk management framework. ABC aims to achieve this objective
by investing in and trading in bonds, credit default swaps, structured credit products and
a range of derivatives and other financial instruments to exploit structural inefficiencies
in global credit markets, with a particular focus on Australia and New Zealand. The Partnership may withdraw from ABC quarterly with 45 days’ notice.
123’s investment objective is to invest and trade by offsetting long and short positions
within the capital structure of a given credit. 123 invests in fixed income securities from
a long and short perspective. The securities positioned are interrelated but are dislocated
from their equilibrium values due to sudden changes in investor preferences in credit or
currency and in their default expectations. The Partnership may withdraw from 123
quarterly with 30 days’ notice.
DEF’s investment objective is to generate a positive return on capital with a low to moderate risk profile. DEF seeks to achieve this objective primarily by making long and short
investments in high yield bonds and bank debt using fundamental analysis, as well as by
exploiting inefficiencies and trading opportunities in the credit markets. The Partnership
may withdraw from DEF quarterly with 60 days’ notice.
The Partnership’s capital structure arbitrage strategy includes an investment in LMN,
L.P. (LMN). LMN’s investment objective is to invest and trade in securities and options
and securities and options sold short, including common and preferred stocks, call and
put options, corporate bonds and bank debt. The Partnership may withdraw annually
with 60 days’ notice.
The Partnership’s mortgage backed security arbitrage strategy includes an investment in
789 Fund LLC (789). 789’s investment objective is to achieve long-term capital appreciation while emphasizing preservation of capital through investment in fixed income securities and other related financial instruments. 789 invests primarily in
mortgage-related securities, contract rights and derivatives, including mortgage-backed
securities, collateralized mortgage obligations, real estate mortgage investment conduits,
stripped mortgage-backed securities and other derivative instruments. The Partnership
may withdraw from 789 monthly with 60 days’ notice.
The Partnership’s G-7 government arbitrage strategy includes an investment in RST
Fund, L.P. (RST). RST’s investment objective is to achieve the highest return on capital
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consistent with principles designed to maximize total returns on a risk adjusted basis, uncorrelated to market indices, by engaging in relative value trading in the global fixed income and equity markets. RST trades actively, often on margin, and engages in short sale
transactions and exercises various options and arbitrage strategies. RST from time to time
may borrow to finance the acquisition of securities and to secure such borrowings with its
assets. Derivative instruments used by RST may involve a high degree of leverage. Derivative holdings include futures contracts, and OTC bond, equity and interest rate options
and swaps. There was no incentive fees charged for the year. The Partnership may withdraw from RST monthly with 45 days’ notice.
4.

Fair Value Measurements
Fair value is the price that would be received to sell an asset or paid to transfer a liability
in an orderly transaction between market participants at the measurement date. Under
the fair value hierarchy, the inputs to valuation techniques are prioritized into the following levels:
Level 1 inputs are quoted prices (unadjusted) for identical assets or liabilities in active markets that the Partnership has the ability to access.
Level 2 inputs are inputs (other than quoted prices included within level 1) that are
observable for the asset or liability, either directly or indirectly.
Level 3 inputs are unobservable inputs for the asset or liability and rely on management’s own assumptions about the assumptions that market participants would use
in pricing the asset or liability. (The unobservable inputs would be developed based
on the best information available in the circumstances and may include the Partnership’s own data.)
A fair value measurement assumes that the transaction to sell the asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal market, the most advantageous market. A financial instrument’s level within the fair
value hierarchy is based on the lowest level of any input that is significant to the fair value
measurement.
Ownership interests in private investment partnerships and other flow-through entities
are valued by management based upon information that the Partnership receives from
each fund as of the date of the statement of financial condition of the Partnership. Such
valuation is largely based upon the Partnership’s proportionate share of the value of the
investee fund’s net assets, but also considers the effects of various terms and features of
each investment and the significance of any transactions in the ownership interests of the
private investment partnership or flow-through entity.
Exchange-traded derivative contracts are typically categorized within level 1 or level 2 of
the fair value hierarchy, depending on whether or not they are deemed to be actively
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traded. Derivative financial contracts that are not actively traded and are valued based on
quoted prices in markets or by reference to broker or dealer quotations are generally classified within level 1 or 2 of the fair value hierarchy.14 Derivative contracts traded in the
OTC market are valued using market transactions and other market evidence whenever
possible, including market-based inputs to models, broker or dealer quotations, or alternative pricing sources with reasonable levels of price transparency. The Partnership generally uses similar models to value similar instruments. Valuation models require a variety
of inputs, including contractual terms, market prices, yield curves, credit spreads and
measures of volatility. For OTC derivatives that trade in liquid markets (such as generic
forwards, swaps, and options) where model inputs can generally be verified and model
selection does not involve significant management judgment, such instruments are generally classified within level 2 of the fair value hierarchy.
The following table presents the Partnership’s fair value hierarchy for assets and liabilities
measured at fair value on a recurring basis as of December 31, 20X1.

Investments in partnerships*
Net unrealized gain on open
derivative contracts
Total

Level 1
$ —111

Level 2
—

Level 3
$336,243,387

Total
$ 336,243,387

116,801
$116,801

—
—

—
$336,243,387

116,801
$336,360,188

The following is a summary of changes in fair value of the Partnership’s financial assets that have been classified as Level 3 for the year ended December 31, 20X1:
Balance, January 1, 20X1
Total gains(losses) (realized and unrealized)
Purchases, sales, settlements and issuances

$ 52,768,925
26,852,667
256,621,795

Net transfers in and/or out of Level 3
Balance, December 31, 20X1

—5555
$336,243,387

* For purposes of this illustration, all partnership investments have been categorized as Level 3. Partnership investments may be classified within other levels of the fair value hierarchy based upon the application of specific facts and
circumstances.

5.

Fee Arrangements
In consideration for services rendered, the Management Company and the trading advisors receive management and performance fees.
a.

Management Company
The Management Company receives a monthly management fee with respect to
each Limited Partner, equal to approximately one twelfth of one percent (one

14. If broker-dealer quotes are merely “representative” and cannot be relied upon, level 2 would be the appropriate categorization.
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percent annually) of the Limited Partner’s capital balance on the last business day of
the month as per the partnership agreement. For the year ended December 31,
20X1, total management fees charged to the Partnership were $1,833,590.
b.

Trading Advisors
The Partnership pays other trading advisors a monthly management fee ranging
from 1 percent to 2 percent of the net asset value of the managed account and a
quarterly performance fee ranging from 20 percent to 25 percent of the net profit in
the managed accounts as of the end of each calendar quarter. Net profit includes all
gains and losses, both realized and unrealized. The performance fee is payable only
if the net profit for the quarter attains a new high. For the year ended December 31,
20X1, total trading advisor fees charged to the Partnership were $141,666.

6.

Partnership Terms
The net income or loss of the Partnership for each month is allocated to the capital accounts of the partners in the ratio that the beginning of month capital balance of each account bears to the capital balance of all accounts.
The General Partner is allocated from each Limited Partner on the last business day of
each calendar quarter, an incentive allocation equal to 10 percent of the excess of Net
Capital Appreciation less Net Capital Depreciation (as each term is defined in the Partnership Agreement) over any balance remaining in such Limited Partner’s Loss Recovery
Account (as defined) as of the beginning of such calendar quarter. For the year ended December 31, 20X1, the total incentive allocation that was charged to such limited partners’
capital account and credited to the General Partner’s capital account was $216,322.
Withdrawals are recognized as liabilities, net of any incentive allocation, when the
amount requested in the withdrawal notice becomes fixed. This generally occurs either at
the time of the receipt of the notice, or on the last day of a fiscal period, depending on
the nature of the request. Accordingly, withdrawals paid after the end of the year, but
based upon year-end capital balances, are reflected as withdrawals payable on the statement of financial condition. The amount of capital subject to withdrawal notices received for which the dollar amount is not fixed remains in capital until the amount is
determined. Withdrawals payable are treated as capital for purposes of allocations of
gains and losses pursuant to the partnership agreement.

7.

Derivative Financial Instruments and Concentration of Credit Risk
At December 31, 20X1, all of the Partnership’s direct investments in futures and
forward contracts were reflected in due from broker in the statement of financial
condition. The Partnership’s investments may be utilized by that broker as collateral until the Partnership satisfies its obligation arising from the use of derivative financial
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instruments. The Partnership is subject to credit risk should the clearing broker be unable to fulfill its obligations.
The Partnership may be exposed to credit risk regarding its amount due from brokers.
The Partnership routinely assesses the financial strength of its brokers and, based upon
factors surrounding the credit risk of its brokers, believes that its credit risk exposure with
regard to amounts due from brokers is limited. The Partnership currently does not consider it necessary and therefore has not established an allowance for doubtful accounts
with regard to amounts due from brokers.
8.

Financial Highlights
The following information represents the financial highlights applicable to the limited
partners of the partnership taken as a whole for the year ended December 31, 20X1.
20X1
Operating Performance:
Total return before incentive allocation
Incentive allocation
Total return after incentive allocation

11.60)%
( 0.10)%
11.50)%

Total return is calculated for the limited partners taken as a whole. An individual limited
partner’s return may vary from these returns based on the timing of capital contributions
and withdrawals.
Supplemental Data:
20X1
Ratios to Limited Partners’ average net assets:
Operating expenses15
Incentive allocation
Total expenses and incentive allocation
Net investment loss

1.20)%
0.10)%
1.30)%
(1.02)%

The ratios shown above are calculated for the limited partners taken as a whole. An individual partner’s ratios may vary from these ratios based on the timing of capital contributions and withdrawals.
15. The AICPA Audit and Accounting Guide Investment Companies indicates that “generally, the determination
of expenses for computing those ratios should follow the presentation of expenses in the fund’s statement of
operations.” Should a pool display brokerage commissions in the investment gains and losses section of the
statement of operations, there should be either a separate line reporting of brokerage commissions in the financial highlights table, or a narrative disclosure of the inclusion or exclusion of brokerage commissions in
the expense and investment income ratios to average net assets.
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EXHIBIT 8.3
EXHIBIT A
AUDITOR’S LETTER TO NFA REQUESTING EXTENSION OF ANNUAL REPORT
FILING DATE FOR AUDITED FINANCIAL STATEMENTS OF A COMMODITY
POOL
Modification of this letter may be required based on the facts and circumstances of the particular
situation.
Standard USA Public Accountants
Anywhere USA
Any City, Any State and Zip
March 26, 20XY
Senior Manager, Compliance
National Futures Association
300 South Riverside Plaza
Suite #1800
Chicago, IL 60606-6615
Re: XYZ CO, LLP (the pool)
XYZ GP, LLC (CPO)
Dear Sir or Madam:
Standard USA Public Accountants is the independent public accountant for XYZ Co LP
(NFA Pool ID #P9999999). XYZ GP, LLC (NFA ID #888888) is the commodity pool operator of XYZ Co LP. As auditors to this pool, we need more time to receive additional information for two investee funds support for certain account balances from the administrator of the
pool and to gather additional information necessary for us to express an opinion on the financial statements.
Based on our audit procedures performed to date, we have no indication to lead us to believe
that XYZ Co., LP and XYZ GP LLC were or are not meeting the recordkeeping requirements
of Part 4 of the Commodity Exchange Act or were or are not complying with the CFTC Regulation 4.20c prohibition on commingling of property of any pool with the property of any
other person.
Should you have any questions regarding this matter, please contact John Jones at 220-5551212.
Very truly yours,
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EXHIBIT B
CPO’S INITIAL REQUEST FOR EXTENSION OF TIME TO FILE A FUND OF FUNDS
COMMODITY POOL’S ANNUAL REPORT
The following is an illustration of a Commodity Pool Operator’s letter requesting an “automatic”
60-day extension of the distribution and filing due date of a commodity pool that invests in other
collective investment vehicles (fund of funds) by submitting the information required by CFTC Regulation 4.22f-2 to the NFA prior to the original due date. In subsequent years, the requisite representations required by Regulation 4.22f-2 may be made in a statement attached to and filed at the
same time as the annual report.
Senior Manager, Compliance
National Futures Association
300 South Riverside Plaza
Suite #1800
Chicago, IL 60606-6615
I, John Q. Smith, am president of XYZ GP LLC (NFA No. XXXXXXX), 49 Anywhere, Anytown, Any State and Zip, 222-000-1234, jqs@xyz.com, commodity pool operator (CPO) of
XYZ Co. LP (NFA No.PXXXXXX) (pool).
This is a request for an extension of time to distribute and file the December 31, 20XX annual
report of the pool in accordance with CFTC Regulation 4.22f-2. Instead of the normal report
filing date of March 31, 20XY, we intend to distribute and file the report no later than May
30, 20XY (the extended date), 60 days from the original due date.
The CPO represents that
The pool for which the Annual Report is being prepared has investments in one or
more collective investment vehicles (the investments);
The CPO has been informed by John Jones & Company LLP, the independent
public accountant (CPA) selected to audit the pool’s financial statements, that
specified information establishing the values of investments is necessary in order
for the CPA to render an opinion on the pool’s financial statements;
The information specified by the CPA cannot be obtained in sufficient time for the
annual report to be prepared, audited, and distributed before the extended date.
To the best of my knowledge and belief, the information contained in the above extension request for the year ended December 31, 20XX, is accurate and complete.
John O. Smith, President
XYZ GP LLC, CPO
March 15, 20XY
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EXHIBIT C
CPO’S REQUEST SUBSEQUENT TO THE INITIAL REQUEST FOR EXTENSION
OF TIME TO FILE A FUND OF FUNDS COMMODITY POOL’S ANNUAL REPORT
The following is an illustration of a Commodity Pool Operator’s letter requesting continuation of an
extension granted under CFTC Regulation 4.22f-2 for years subsequent to the original request. In
subsequent years, the requisite representations required by Regulation 4.22f-2 may be made in a
statement attached to and filed at the same time as the pool’s annual report.
National Futures Association
300 South Riverside Plaza
Suite #1800
Chicago, IL 60606-6615
I, John Q. Smith, am president of XYZ GP LLC (NFA No. XXXXXXX), 49 Anywhere, Anytown, Any State and Zip, 222-000-1234, jqs@xyz.com, commodity pool operator (CPO) of
XYZ Co. LP (NFA No.PXXXXXX) (pool).
This is a request for an extension of time to distribute and file the December 31, 20XY annual
report of the pool in accordance with CFTC Regulation 4.22f-2. Instead of the normal report
filing date of March 31, 20XZ, we intend to distribute and file the report no later than May
30, 20XZ (the extended date), 60 days from the original due date.
The CPO represents that
The pool for which the Annual Report is being prepared has investments in one or
more collective investment vehicles (the investments);
The CPO has been informed by John Jones & Company LLP, the certified accountant selected to audit the pool’s financial statements, that specified information establishing the values of investments is necessary in order for the CPA to
render an opinion on the pool’s financial statements;
The information specified by the CPA cannot be obtained in sufficient time for the
annual report to be prepared, audited, and distributed before the extended date.
To the best of my knowledge and belief, the information contained in the above extension request for the year ended December 31, 20XY, is accurate and complete.
John O. Smith, President
XYZ GP LLC, CPO
March 15, 20XZ
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EXHIBIT A: Auditor’s Standard Report
A.1 The following is an illustration of an auditor’s report that expresses an unqualified opinion on the statement of financial condition and the supplementary schedules required by the
Commodity Futures Trading Commission.
Independent Auditor’s Report
To the Board of Directors and Stockholders of
Standard FCM Co., Inc.:
We have audited the accompanying [consolidated] statement of financial condition of Standard
FCM Co., Inc. [and Subsidiaries] (the Company) as of December 31, 20X8, that you are filing
pursuant to Regulation 1.10 under the Commodity Exchange Act. This financial statement is
the responsibility of the Company’s management. Our responsibility is to express an opinion
on this financial statement based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the
United States of America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
1. For audits conducted in accordance with Public Company Accounting Oversight Board (PCAOB) standards,
PCAOB Auditing Standard No. 1, References in Auditors’ Reports to the Standards of the Public Company Accounting Oversight Board (AICPA, PCAOB Standards and Related Rules, Rules of the Board, “Standards”), replaces this sentence with the following sentence: “We conducted our audit(s) in accordance with the standards
of the Public Company Accounting Oversight Board (United States).” On May 14, 2004, the Securities and
Exchange Commission (SEC) issued an interpretive release to help with the implementation of PCAOB Auditing Standard No. 1. See Release No. 33-8422 for more information. The release specifies that effective May
14, 2004, references in SEC rules and staff guidance and in the federal securities laws to generally accepted auditing standards (GAAS) or to specific standards under GAAS, as they relate to issuers, should be understood
to mean the standards of the PCAOB, plus any applicable rules of the SEC. The guidance in this release is applicable only to auditors’ engagements that are governed by PCAOB rules. The PCAOB, for example, has not
established particular auditing standards for nonissuer futures commission merchants (FCMs) and introducing brokers (IBs). This release is not applicable to such engagements and related filings.
The staff of the PCAOB published a series of questions and answers (Q&As) on PCAOB Auditing Standard
No. 1. See the PCAOB Web site at www.pcaobus.org for more information.
In June 2004, the Auditing Standards Board (ASB) issued Interpretation No. 18, “Reference to PCAOB Standards in an Audit Report on a Nonissuer,” of AU section 508, Reports on Audited Financial Statements (AICPA
Professional Standards, vol. 1, AU sec. 9508 par. .89–.92), which provides reporting guidance for audits of
nonissuers. Interpretation No. 18 provides guidance on the appropriate referencing of PCAOB auditing standards in audit reports when an auditor is engaged to perform the audit in accordance with both GAAS and
PCAOB auditing standards. The ASB also is revising AU section 508 in light of the International Auditing
and Assurance Standards Board’s recently exposed International Standard on Auditing, The Independent Auditor’s Report on a Complete Set of General Purpose Financial Statements, and PCAOB Auditing Standard No. 1.
See the AICPA Web site at www.aicpa.org/Professional+Resources/Accounting+and+Auditing/
Audit+and+Attest+Standards for more information.
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misstatement. [Optional: An audit includes consideration of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for
the purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such opinion.]2 An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.3
In our opinion, the [consolidated] statement of financial condition referred to previously presents fairly, in all material respects, the financial position of Standard FCM Co., Inc. [and Subsidiaries] as of December 31, 20X8, in conformity with accounting principles generally
accepted in the United States of America.
Our audit was conducted for the purpose of forming an opinion on the basic statement of financial condition taken as a whole. The supplemental schedules listed in the accompanying
table of contents are presented for purposes of additional analysis and are not a required part
of the basic statement of financial condition, but are supplementary information required by
regulations under the Commodity Exchange Act. These schedules are the responsibility of the
Company’s management. Such schedules have been subjected to the auditing procedures applied in the audit of the basic statement of financial condition and, in our opinion, are fairly
stated in all material respects in relation to the basic statement of financial condition taken as
a whole.
Accounting Firm
New York, New York
March 15, 20X94
2. This optional wording may be added in accordance with Interpretation No. 17, “Clarification in the Audit
Report of the Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally
Accepted Auditing Standards,” of AU section 508 (AICPA, Professional Standards, vol. 1, AU sec. 9508 par.
.85–.88), which was issued by the ASB in June 2004 and provides reporting guidance for audits of nonissuers.
Interpretation No. 17 addresses how auditors may expand their independent audit report to explain that their
consideration of internal control was sufficient to provide the auditor sufficient understanding to plan the
audit and determine the nature, timing, and extent of tests to be performed, but was not sufficient to express
an opinion on the effectiveness of the internal control. If this optional language is added, then the remainder
of the paragraph should read as follows:
An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

3. See paragraphs 3.156–.160 in chapter 3 for information on obtaining confidential treatment of the financial
statements from the Commodity Futures Trading Commission (CFTC).
4. Paragraph .23 of AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1) states that the
auditor’s report should be dated no earlier than the date on which the auditor has obtained sufficient appropriate audit evidence to support the opinion on the financial statements. Among other things, sufficient appropriate audit evidence includes evidence that the audit documentation has been reviewed and that the
entity’s financial statements, including disclosures, have been prepared and that management has asserted that
it has taken responsibility for them.
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EXHIBIT B: Auditor’s Standard Report
B.1 The following is an illustration of an auditor’s report that expresses an unqualified opinion on the financial statements and the supplementary schedules required by the Commodity
Futures Trading Commission and the Securities and Exchange Commission.
Independent Auditor’s Report
To the Board of Directors and Stockholders of
Standard FCM Co., Inc.:
We have audited the accompanying [consolidated] statement of financial condition of Standard
FCM Co., Inc. [and Subsidiaries] (the Company) as of December 31, 20X8, and the related
[consolidated] statements of income, changes in liabilities subordinated to claims of general
creditors, changes in stockholders’ equity, and cash flows for the year then ended that you are
filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934 and Regulation 1.10
under the Commodity Exchange Act. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements based on our audit.
We conducted our audits in accordance with auditing standards generally accepted in the
United States of America.5 Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. [Optional: An audit includes consideration of internal control over financial reporting as a
basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such opinion.]6 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.
In our opinion, the [consolidated] financial statements referred to previously present fairly, in
all material respects, the financial position of Standard FCM Co., Inc. [and Subsidiaries] as of
December 31, 20X8, and the results of its [their] operations and its [their] cash flows for the
year then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audit was conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The information contained in schedules I, II, III, IV, and V is
5. See footnote 1 in exhibit A.
6. See footnote 2 in exhibit A.
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presented for purposes of additional analysis and is not a required part of the basic financial
statements, but is supplementary information required by Rule 17a-5 under the Securities Exchange Act of 1934 and the regulations under the Commodity Exchange Act. These schedules
are the responsibility of the Company’s management. Such information has been subjected to
the auditing procedures applied in our audit of the basic financial statements and, in our opinion, is fairly stated in all material respects in relation to the basic financial statements taken as
a whole.
Accounting Firm
New York, New York
February 10, 20X97

7. See footnote 4 in exhibit A.
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EXHIBIT C: Explanatory Paragraph for Uncertainty
of Valuation
C.1 The auditor might conclude, based on his or her review of management valuation procedures and the underlying documentation, that in the circumstances, the procedures appear
to be reasonable and the documentation appropriate, but that there exists an inherent uncertainty because the range of values is significant. In such cases, the auditor may choose to add
an explanatory paragraph to the report because of the inherent uncertainty. For a further discussion of the valuation of securities and investments that are not readily marketable, see Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 820,
Fair Value Measurements and Disclosures, and the Securities and Exchange Commission’s Codification of Financial Reporting Policies, section 404. Presented here is an example of an auditor’s report in which the uncertainty is discussed in an explanatory paragraph.
Independent Auditor’s Report
To the Board of Directors and Stockholders of
Standard FCM Co., Inc.:
[Same first, second, and third paragraphs as in the report illustrated in exhibit A or B.]
As discussed in note 1 to the financial statements, investment securities not readily marketable
amounting to $10,730,685 at December 31, 20X8, have been valued at fair value as determined by the board of directors. We have reviewed the procedures applied by the directors in
valuing such securities and investments and have inspected underlying documentation, and in
the circumstances, we believe the procedures are reasonable and the documentation appropriate. However, because of the inherent uncertainty of valuation, the board of directors’ estimate
of fair values may differ significantly from the values that would have been used had a ready
market existed for the securities, and the differences could be material.
[Same paragraph reporting on supplementary schedules required by the Commodity Futures Trading
Commission as in the report illustrated in exhibit A or B.]
Accounting Firm
New York, New York
March 15, 20X9
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EXHIBIT D: GAAP Departure—Unsupportable Valuation
D.1 If commodities, securities or other investment vehicles that are not readily marketable
are material and the auditor concludes that the valuation procedures are inadequate or unreasonable or the underlying documentation does not support the valuation, he or she may need
to issue a modified opinion because of a departure from generally accepted accounting principles. Following is an example of a qualified opinion (assuming the auditor cannot reasonably
determine the effects of the departure).
Independent Auditor’s Report
To the Board of Directors and Stockholders of
Standard FCM Co., Inc.:
[Same first and second paragraphs as in the report illustrated in exhibit A or B.]
As explained in note 1, the financial statements include investment securities valued at
$10,730,685 (27 percent of stockholders’ equity), whose fair values have been estimated by
the board of directors in the absence of readily ascertainable fair values. We have reviewed the
procedures used by the board of directors in arriving at its estimate of the fair value of such securities and have inspected underlying documentation. In our opinion, those procedures are
not reasonable, and the documentation is not appropriate to determine the securities’ estimated fair values. The effect on the financial statements of not applying adequate valuation
procedures is not readily determinable.8
In our opinion, except for the effects on the financial statements of the valuation of investment securities determined by the board of directors, as described in the preceding paragraph,
the financial statements referred to previously present fairly, in all material respects, the [consolidated] financial position of Standard FCM Co., Inc. [and Subsidiaries] at December 31,
20X8, and the results of its [their] operations and its [their] cash flows for the year then ended
in conformity with accounting principles generally accepted in the United States of America.9
Accounting Firm
New York, New York
March 15, 20X9

8. Auditors are required to state if they have reviewed the procedures applied by the directors in valuing the securities, if they have inspected the underlying documentation, and if they believe the procedures are reasonable and the documentation appropriate.
9. In certain circumstances, depending on materiality, the qualification could apply only to the income
statement.
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EXHIBIT E: Separate Report on Supplementary Schedules
E.1 It is also acceptable to present a separate auditor’s report on the supplementary schedules
as follows:
Independent Auditor’s Report on Supplementary Information
Required by Regulations under the Commodity Exchange Act
To the Board of Directors and Stockholders of
Standard FCM Co., Inc.:
We have audited the accompanying [consolidated] financial statements of Standard FCM Co.,
Inc. [and Subsidiaries] as of and for the year ended December 31, 20X8, and have issued our
report thereon dated February 15, 20X9. Our audit was conducted for the purpose of forming
an opinion on the basic financial statements taken as a whole. The supplemental schedules I,
II, III, IV and V are presented for purposes of additional analysis and are not a required part of
the basic financial statements, but are supplementary information required by the regulations
under the Commodity Exchange Act. These schedules are the responsibility of the Company’s
management. Such schedules have been subjected to the auditing procedures applied in the
audit of the basic financial statements and, in our opinion, are fairly stated in all material respects in relation to the basic financial statements taken as a whole.
Accounting Firm
New York, New York
March 15, 20X9
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EXHIBIT F: Report on Internal Control Required by CFTC
Regulation 1.1610
F.1 The following is an illustration of the independent auditor’s report on internal control
required by CFTC Regulation 1.16:
To the Board of Directors
Standard FCM Co., Inc.:
In planning and performing our audit of the [consolidated] financial statements of Standard
FCM Co., Inc. [and Subsidiaries] (the Company) as of and for the year ended December 31,
20X8, in accordance with auditing standards generally accepted in the United States of America, we considered the Company’s internal control over financial reporting (internal control) as
a basis for designing our auditing procedures for the purpose of expressing our opinion on the
[consolidated] financial statements, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control. Accordingly, we do not express an opinion on
the effectiveness of the Company’s internal control.
Also, as required by Regulation 1.16 of the Commodity Futures Trading Commission
(CFTC), we have made a study of the practices and procedures followed by the Company, including consideration of control activities for safeguarding customer and firm assets. This
study included tests of compliance with such practices and procedures that we considered relevant to the objectives stated in Regulation 1.16 in making the following:
The periodic computations of minimum financial requirements pursuant to Regulation 1.17
The daily computations of the segregation requirements of Section 4d(2) of the
Commodity Exchange Act and the regulations thereunder, and the segregation of
funds based on such computations
The daily computations of the foreign futures and foreign options secured amount
requirements pursuant to Regulation 30.7 of the CFTC
The management of the Company is responsible for establishing and maintaining internal
control and the practices and procedures referred to in the preceding paragraph. In fulfilling
this responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of controls, and of the practices and procedures referred to in the
preceding paragraph, and to assess whether those practices and procedures can be expected to
achieve the CFTC’s previously mentioned objectives. Two of the objectives of internal control
and the practices and procedures are to provide management with reasonable but not absolute
10. See footnote 1 in exhibit A.
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assurance that assets for which the Company has responsibility are safeguarded against loss
from unauthorized use or disposition, and that transactions are executed in accordance with
management’s authorization and recorded properly to permit the preparation of financial
statements in conformity with generally accepted accounting principles. Regulation 1.16d-2
lists additional objectives of the practices and procedures listed in the preceding paragraph.
Because of inherent limitations in internal control and the practices and procedures referred to
previously, error or fraud may occur and not be detected. Also, projection of any evaluation of
them to future periods is subject to the risk that they may become inadequate be-cause of
changes in conditions or that the effectiveness of their design and operation may deteriorate.
A control deficiency exists when the design or operation of a control does not allow management or employees, in the normal course of performing their assigned functions, to prevent or
detect misstatements on a timely basis. A significant deficiency11 is a control deficiency, or combination of control deficiencies, that adversely affects the entity’s ability to initiate, authorize,
record, process, or report financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that a misstatement of the
entity’s financial statements that is more than inconsequential will not be prevented or detected by the entity’s internal control.
A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements will not be prevented or detected by the entity’s internal control.
Our consideration of internal control was for the limited purpose described in the first and
second paragraphs and would not necessarily identify all deficiencies in internal control that
might be material weaknesses. We did not identify any deficiencies in internal control and

11. On May 24, 2007, the PCAOB approved Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with an Audit of Financial Statements. The SEC approved Auditing Standard No. 5 on July 25, 2007, and it is effective for all audits of internal control for fiscal years ending on or
after November 15, 2007. Included in Auditing Standard No. 5 are new definitions for significant deficiency
and material weakness:
Significant deficiency—A significant deficiency is a deficiency, or a combination of deficiencies, in internal
control over financial reporting that is less severe than a material weakness, yet important enough to merit attention by those responsible for oversight of the company’s financial reporting.
Material weakness—A material weakness is a deficiency, or a combination of deficiencies, in internal control
over financial reporting, such that there is a reasonable possibility that a material misstatement of the company’s annual or interim financial statements will not be prevented or detected on a timely basis.

See also paragraphs 5.134–.136 for information regarding the revision to AU section 325, Communicating
Internal Control Related Matters Identified in an Audit (AICPA, Professional Standards, vol. 1).
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control activities for safeguarding customer and firm assets that we consider to be material
weaknesses as defined previously.12
We understand that practices and procedures that accomplish the objectives referred to in the
second paragraph of this report are considered by the CFTC to be adequate for its purposes in
accordance with the Commodity Exchange Act and related regulations, and that practices and
procedures that do not accomplish such objectives in all material respects indicate a material
inadequacy for such purposes. Based on this understanding and on our study, we believe that
the Company’s practices and procedures, as described in the second paragraph of this report,
were adequate at December 31, 20X8, to meet the CFTC’s objectives.13
This report is intended solely for the information and use of the board of directors, management, the CFTC, [Designated Self-Regulatory Organization] and other regulatory agencies that
rely on Regulation 1.16 of the CFTC in their regulation of registered futures commission merchants, and is not intended to be and should not be used by anyone other than these specified
parties.
Accounting Firm
New York, New York
March 14, 20X9

12. If significant deficiencies are identified, this paragraph can be modified by inserting “However, we identified
certain deficiencies in internal control that we consider to be significant deficiencies, and communicated
them in writing to management and those charged with governance on [date].” Paragraph .29 of AU section
325 states that the auditor should not issue a written communication stating that no significant deficiencies
were identified because of the potential for misinterpretation of the limited degree of assurance provided by
such a communication. If conditions believed to be material weaknesses are disclosed, the report should describe the weaknesses that have come to the auditor’s attention and may state that these weaknesses do not affect the report on the financial statements. The last sentence of this paragraph of the report should be
modified as follows:
However, we identified the following deficiencies in [internal control or control activities for safeguarding customer and firm assets] that we consider to be material weaknesses, as defined previously. These conditions
were considered in determining the nature, timing, and extent of the procedures performed in our audit of
the [consolidated] financial statements of Standard FCM Co., Inc. [and Subsidiaries] as of and for the year
ended December 31, 20X8, and this report does not affect our report thereon dated March 14, 20X9.
[A description of the material weaknesses that have come to the auditor’s attention and corrective action.]

13. Whenever inadequacies are described, the last sentence of this paragraph should be modified as per note 10.
The report should also describe material inadequacies that the auditor becomes aware of that existed during
the period but were corrected prior to the end of the period, unless management already has reported them
to the CFTC.
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EXHIBIT G: Report on Internal Control Required by CFTC
Regulation 1.16 and SEC Rule 17a-5(g)(1)14
G.1 The following is an illustration of the independent auditor’s report on the internal control required by Commodity Futures Trading Commission Regulation 1.16 and Securities and
Exchange Commission Rule 17a-5(g)(1):
To the Board of Directors
Standard FCM Co., Inc.:
In planning and performing our audit of the [consolidated] financial statements of Standard
Stockbrokerage Co., Inc. [and Subsidiaries] (the Company) as of and for the year ended December 31, 20X8, in accordance with auditing standards generally accepted in the United
States of America, we considered the Company’s internal control over financial reporting (internal control) as a basis for designing our auditing procedures for the purpose of expressing
our opinion on the [consolidated] financial statements, but not for the purpose of expressing an
opinion on the effectiveness of the Company’s internal control. Accordingly, we do not express
an opinion on the effectiveness of the Company’s internal control.
Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC), we
have made a study of the practices and procedures followed by the Company, including consideration of control activities for safeguarding securities. This study included tests of compliance with such practices and procedures that we considered relevant to the objectives stated in
Rule 17a-5(g), in the following:
Making the periodic computations of aggregate indebtedness (or aggregate
debits) and net capital under Rule 17a-3(a)(11) and the reserve required by Rule
15c3-3(e)
Making the quarterly securities examinations, counts, verifications, and comparisons, and the recordation of differences required by Rule 17a-13
Complying with the requirements for prompt payment for securities under Section
8 of Federal Reserve Regulation T of the Board of Governors of the Federal Reserve
System
Obtaining and maintaining physical possession or control of all fully paid and excess margin securities of customers as required by Rule 15c3-3
In addition, as required by Regulation 1.16 of the Commodity Futures Trading Commission
(CFTC), we have made a study of the practices and procedures followed by the Company including consideration of control activities for safeguarding customer and firm assets. This
14. See footnote 1 in exhibit A.
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study included tests of such practices and procedures that we considered relevant to the objectives stated in Regulation 1.16, in making the following:
The periodic computations of minimum financial requirements pursuant to Regulation 1.17
The daily computations of the segregation requirements of Section 4d(a)(2) of the
Commodity Exchange Act and the regulations thereunder, and the segregation of
funds based on such computations
The daily computations of the foreign futures and foreign options secured amount
requirements pursuant to Regulation 30.7 of the CFTC
The management of the Company is responsible for establishing and maintaining internal
control and the practices and procedures referred to in the preceding paragraphs. In fulfilling
this responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of controls and of the practices and procedures referred to in the preceding paragraphs and to assess whether those practices and procedures can be expected to
achieve the SEC’s and the CFTC’s previously mentioned objectives. Two of the objectives of
internal control and the practices and procedures are to provide management with reasonable
but not absolute assurance that assets for which the Company has responsibility are safeguarded against loss from unauthorized use or disposition, and that transactions are executed
in accordance with management’s authorization and recorded properly to permit preparation
of financial statements in conformity with generally accepted accounting principles. Rule 17a5(g) and Regulation 1.16d-2 list additional objectives of the practices and procedures listed in
the preceding paragraphs.
Because of inherent limitations in internal control and the practices and procedures referred to
previously, error or fraud may occur and not be detected. Also, projection of any evaluation of
them to future periods is subject to the risk that they may become inadequate be-cause of
changes in conditions or that the effectiveness of their design and operation may deteriorate.
A control deficiency exists when the design or operation of a control does not allow management or employees, in the normal course of performing their assigned functions, to prevent or
detect misstatements on a timely basis. A significant deficiency15 is a control deficiency, or combination of control deficiencies, that adversely affects the entity’s ability to initiate, authorize,
record, process, or report financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that a misstatement of the entity’s financial statements that is more than inconsequential will not be prevented or detected by the entity’s internal control.

15. See footnote 11 in exhibit F.
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A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements will not be prevented or detected by the entity’s internal control.
Our consideration of internal control was for the limited purpose described in the first, second
and third paragraphs and would not necessarily identify all deficiencies in internal control that
might be material weaknesses. We did not identify any deficiencies in internal control and
control activities for safeguarding securities and certain regulated commodity customer and
firm assets that we consider to be material weaknesses, as defined previously.16
We understand that practices and procedures that accomplish the objectives referred to in the
second and third paragraphs of this report are considered by the SEC and CFTC to be adequate for their purposes in accordance with the Securities Exchange Act of 1934, the Commodity Exchange Act, and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes. Based on this understanding and on our study, we believe that the Company’s practices
and procedures, as described in the second and third paragraphs of this report, were adequate
at December 31, 20X6, to meet the SEC’s and CFTC’s objectives.17
This report is intended solely for the information and use of the board of directors, management, the SEC, the CFTC, [designated self-regulatory organization] and other regulatory agencies that rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 and Regulation 1.16
of the CFTC in their regulation of registered broker-dealers and futures commission merchants, and is not intended to be and should not be used by anyone other than these specified
parties.
Accounting Firm
New York, New York
February 15, 20X9

16. See footnote 12 in exhibit F.
17. See footnote 13 in exhibit F.
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EXHIBIT H: Letter to the CFTC When the FCM Has Not
Made Required Notification
H.1 The following report is appropriate if the futures commission merchant has not made
the required notification of a material inadequacy or if the auditor does not agree with the
statements therein. Modification of this letter may be required based on the facts and circumstances of the particular situation.
Commodity Futures Trading Commission
Washington D.C. and [Appropriate
Regional Office]
Designated Examining Authority
Dear Sirs:
Our most recent audit of the [consolidated] financial statements of Standard FCM Co., Inc.
[and Subsidiaries] (the Company) was as of December 31, 20X7, and for the year then ended,
which we reported on under date of March 15, 20X8. We have not audited any financial statements of the Company as of any date or for any period subsequent to December 31, 20X7. Although we are presently performing certain procedures as part of our audit of the
[consolidated] financial statements of the Company as of December 31, 20X8, and for the year
then ending, these procedures do not constitute all the procedures necessary in an audit conducted in accordance with generally accepted auditing standards or all the procedures necessary to (1) consider the Company’s internal control as required by generally accepted auditing
standards or (2) study the Company’s practices and procedures relevant to the objectives stated
in Regulation 1.16 of the Commodity Exchange Act.
The management of Standard FCM Co., Inc. is responsible for establishing and maintaining
internal control. In fulfilling this responsibility, estimates and judgments by management are
required to assess the expected benefits and related costs of controls. The objectives of internal control are to provide management with reasonable, but not absolute, assurance that assets are safeguarded against loss from unauthorized use or disposition and that transactions
are executed in accordance with management’s authorization and are recorded properly to
permit the preparation of financial statements in conformity with generally accepted accounting principles.
Because of inherent limitations in internal control, error or fraud may occur and not be detected. Also, projection of any evaluation of internal control to future periods is subject to the
risk that controls may become inadequate because of changes in conditions or that the effectiveness of the design and operation of controls may deteriorate.
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The purpose of performing certain procedures prior to the date of the financial statements is
to facilitate the expression of an opinion on the Company’s financial statements. It must be
understood that the procedures performed would not necessarily disclose all material weaknesses in internal control, including control activities for safeguarding customer and firm
assets.
However, pursuant to the requirements of Regulation 1.16 of the CFTC, we are to call to the
attention of the chief financial officer any weaknesses that we believe to be material and that
were disclosed during the course of interim work. We have made such notification to the chief
financial officer of Standard FCM Co., Inc., and we believe the following additional information is required pursuant to the requirements of the regulation.
[List and describe all instances where the independent auditor did not agree with the notification of
the futures commission merchant or where the required notification was not made.]
Accounting Firm
New York, New York
December 10, 20X8
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EXHIBIT I: Representation Letter18
[Date of auditor’s report]
To [Independent Auditor]:
We are providing this letter in connection with your audit of the [consolidated] statement of financial condition and the related [consolidated] statements of income, changes in stockholders’
equity, changes in liabilities subordinated to claims of general creditors, and cash flows of
Standard FCM Co., Inc. [and Subsidiaries] (the Company) as of December 31, 20X8,19 and
for the year then ended, for the purpose of expressing an opinion as to whether the [consolidated] financial statements present fairly, in all material respects, the financial position, results
of operations, and cash flows of Standard FCM Co., Inc. [and Subsidiaries] in conformity with
accounting principles generally accepted in the United States of America. We confirm that we
are responsible for the fair presentation in the [consolidated] financial statements of financial
condition, results of operations, and cash flows in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being limited to matters that are material. Items are considered material, regardless of size, if they involve an omission or misstatement of accounting information that, in the light of surrounding circumstances, makes it
probable that the judgment of a reasonable person relying on the information would be
changed or influenced by the omission or misstatement.
We confirm, to the best of our knowledge and belief, [as of (date of auditor’s report),] the following representations made to you, during your audit:
1. The [consolidated] financial statements referred to above are fairly presented in
conformity with accounting principles generally accepted in the United States of
America and include all disclosures necessary for such fair presentation otherwise
required to be included by the laws and regulations to which the Company is
subject.

18. The above representations are illustrative and not necessarily all-inclusive. In addition, for partnerships, representations should be obtained with respect to the appropriateness of agreements providing for the inclusion
of partners’ individual accounts as partnership property in the financial statements and for the purpose of
computing net capital.
19. AU section 333, Management Representations (AICPA, Professional Standards, vol. 1), requires the auditor to
obtain written representations from management for all financial statements and periods covered by the
auditor’s report.
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2.

We have made available to you all
a. financial records and related data.
b. Minutes of the meeting of stockholders, directors, and committees of directors, or summaries of actions of recent meetings for which minutes have not
yet been prepared. The most recent meetings held were: [state by group and
date].

3. There have been no communications from regulatory agencies concerning noncompliance with or deficiencies in financial reporting practices.
4. There are no material transactions that have not been properly recorded in the accounting records underlying the [consolidated] financial statements.
5. We believe that the effects of the uncorrected financial statement misstatements
summarized in the accompanying schedule are immaterial, both individually and
in the aggregate, to the [consolidated] financial statements taken as a whole.20
6. We acknowledge our responsibility for the design and implementation of programs and controls to prevent detect fraud.
7. We have no knowledge of any fraud or suspected fraud affecting the Company
involving
a. management,
b. employees who have significant roles in internal control, or
c. others where the fraud could have a material effect on the [consolidated] financial statements.
8. We have no knowledge of any allegations of fraud or suspected fraud affecting the
Company received in communications from employees, former employees, analysts, regulators, short sellers, or others.
9. The Company has no plans or intentions that may materially affect the carrying
value or classification of assets and liabilities.
10. The following have been properly recorded or disclosed in the [consolidated] financial statements:
a. Related-party transactions, including sales, purchases, loans, transfers, leasing
arrangements, and guarantees, and amounts receivable from or payable to related parties.
b. Guarantees, whether written or oral, under which the Company is contingently liable.
20. If management believes that certain of the identified items are not misstatements, management’s belief may
be acknowledged by adding to the representation, for example, “We do not agree that items XX and XX constitute misstatements because [description of reasons here].” Also, a summary of the uncorrected misstatements
should be included in or attached to the representation letter.
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c. Significant estimates and material concentrations known to management that
are required to be disclosed in accordance with Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 275, Risks and
Uncertainties. [Significant estimates are estimates at the statement of financial
condition date that could change materially within the next year. Concentrations
refer to volumes of business, revenues, available sources of supply, or markets or geographic areas for which events could occur that would significantly disrupt normal finances within the next year.]
d. Arrangements with financial institutions involving compensating balance
arrangements involving restrictions on cash balances and lines of credit, or
similar arrangements.
e. The following information about financial instruments with off-balance-sheet
risk and financial instruments [including receivables] with concentrations of
credit risk:
i.

The extent, nature, and terms of financial instruments with off-balancesheet risk.

ii. The amount of credit risk of financial instruments with off-balance-sheet
risk and information about the collateral supporting such financial
instruments.
iii. Significant concentrations of credit risk arising from all financial instruments and information about the collateral supporting such financial
information.
f. Agreements to repurchase assets previously sold or resell assets previously
purchased.
11. There are no
a. violations or possible violations of laws or regulations whose effects should be
considered for disclosure in the [consolidated] financial statements or as a
basis for recording a loss contingency.
b. unasserted claims or assessments that our lawyer has advised us are probable of
assertion and must be disclosed in accordance with FASB ASC 450,
Contingencies.21
c. other liabilities or gain or loss contingencies that are required to be accrued or
disclosed by FASB ASC 450.

21. In the circumstance discussed in footnote 11 of AU sec. 333, this representation might be worded as
follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that are required to be accrued or disclosed in the [consolidated] financial statements in accordance
with FASB ASC 450, Contingencies, and we have not consulted a lawyer concerning litigation, claims, or
assessments.
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12. The Company has satisfactory title to all owned assets, and there are no liens or
encumbrances on such assets nor has any asset been pledged as collateral, except as
disclosed in the [consolidated] financial statements.
13. The Company has complied with all aspects of contractual agreements that would
have a material effect on the [consolidated] financial statements in the event of
noncompliance.
14. Customers’ debit balances, brokers’ debit balances, and other accounts receivable
are valid receivables. In our opinion, an adequate reserve has been established to
cover any losses that may be incurred upon collection.
15. Provision has been made for any material loss to be sustained in the fulfillment of
or from the inability to fulfill any purchase or sales commitments.
16. There are no commodities, securities or other investments not readily marketable
owned by the Company or borrowed under subordination agreements except as
disclosed in the [consolidated] financial statements or notes thereto or as follows:
It is understood that the term “commodities, securities or other investments not
readily marketable” includes, but is not limited to the following:
a. Commodities or securities for which there is no market on an exchange or independent publicly quoted market.
b. Securities that cannot be publicly offered or sold unless registration has been
effected under the Securities Act of 1933 (or the conditions of an exemption
such as Regulation A under Section 3(B) of such act have been complied
with), that is, restricted stock.
c. Securities and investments that cannot be offered or sold because of other
arrangements, restrictions, or conditions applicable to the securities and investments or to the Company (that is, control stock).
17. The methods and significant assumptions used to determine fair values of financial instruments, including derivative product transactions, are as follows: [Describe methods and significant assumptions used to determine fair value appropriate
for financial statement measurement and disclosure purposes.]
18. In accordance with FASB ASC 820, Fair Value Measurement and Disclosures, the
Company has categorized its financial instruments, based on the priority of inputs to the valuation technique, into a three-level fair value hierarchy. The fair
value gives the highest priority to quoted prices in active markets for identical assets or liabilities (level 1) and the lowest priority to unobservable inputs (level 3).
If the inputs used to measure the financial instruments fall within different levels
of the hierarchy, the categorization is based on the lowest level input that is significant to the fair value measurement of the instrument.
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19. The Company has assessed the impact of the requirements in FASB ASC 740, Income Taxes, and has determined that no material liability is required to be
recorded.
20. In addition, the Company at December 31, 20X8, had
a. recorded all exchange memberships on the books.
b. properly recorded all participations in joint accounts carried by others.
c. no material unrecorded assets or contingent assets, such as claims relating to
buy-ins, unfulfilled contracts, and so forth, whose value depends on fulfillment of conditions regarded as uncertain.
d. no open contractual commitments other than those appearing on the memo
books and records; for example, when-distributed and delayed delivery contracts, underwritings and when-issued contracts, endorsements of puts and
calls, and commitments in foreign currencies and spot (cash) commodity
contracts.
e. established a reserve for dividends and transfer items and security differences
that is adequate to cover any anticipated losses in connection with the short
securities that may have to be covered or claims arising from the liquidation of
long securities.
f. no borrowings or claims that were unconditionally subordinated to all claims
of general creditors pursuant to a written agreement except as disclosed in the
[consolidated] financial statements or notes thereto.
21. All liabilities subordinated to the claims of general creditors are covered by satisfactory subordination agreements under Regulation 1.17 and approved by [Examining authority].
22. All borrowings and financial obligations of the Company of which we are aware
are included in the [consolidated] financial statements at December 31, 20X8 as
appropriate. We have fully disclosed to you all borrowing arrangements of which
we are aware.
23. We have complied with all aspects of contractual agreements that would have
a material effect on the [consolidated] financial statements in the event of
noncompliance.
24. Note X to the [consolidated] financial statements discloses all of the facts (meaning, significant conditions and events and management plans) of which we are
aware that are relevant to the Company’s ability to continue as a going concern.
25. Risks associated with concentrations, based on information known to management, that meet all of the following criteria have been disclosed in the [consolidated] financial statements:
a. The concentration exists at the date of the [consolidated] financial statements.
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b. The concentration makes the enterprise vulnerable to the risk of a near-term
severe impact.
c. It is at least reasonably possible that the events that could cause the severe impact will occur in the near term.
26. There are no capital withdrawals anticipated within the next six months other
than as disclosed in the [consolidated] financial statements or notes thereto, except
as follows [List any such items.]
27. There are no significant deficiencies or material weaknesses or inadequacies at December 31, 20X8, or during the period from January 1, 20X8, to March 15,
20X9, in internal control over financial reporting and control activities for safeguarding customer and firm assets, and the practices and procedures followed in
a. making the periodic computations of net capital under Regulation 1.17 and
segregation required under Section 4(d) of the Commodity Exchange Act, including requirements of Part 30 of the CFTC regulations.
b. making the periodic computations of the minimum financial requirements
pursuant to the requirements of Regulation 1.17 of the Commodity Exchange Act.
c. making the daily computations of segregation requirements of Section 4d(2)
of the Commodity Exchange Act and the regulations thereunder, and the segregation of funds based on such computations, including requirements of Part
30 of the CFTC regulations.
28. Net capital computations, prepared by the Company during the period from January 1, 20X8, through March 15, 20X9, indicated that the Company was in compliance with the requirements of Regulation 1.17 (and applicable self-regulatory
organization requirements) at all times during the period. Segregation calculations under Section 4(d) of the Commodity Exchange Act, including requirements of Part 30 of the CFTC regulations, during the period did not reveal any
deposit requirements that were not made on a timely basis.
29. There was no computation of segregation requirements under the Commodity
Exchange Act that indicated an insufficiency in segregation during the period
from January 1, 20X8 through March 15, 20X9.
30. The Company has appropriately reconciled its books and records (for example,
general ledger accounts) underlying the [consolidated] financial statements to their
related supporting information (for example, sub ledger or third-party data). All
related reconciling items considered to be material were identified and included
on the reconciliations and were appropriately adjusted in the [consolidated] financial statements. There were no material unreconciled differences or general ledger
suspense account items that should have been adjusted or reclassified to another
account. [All consolidating entries have been properly recorded.] All intracompany
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[and intercompany] accounts have been eliminated or appropriately measured and
considered for disclosure in the [consolidated] financial statements.
31. No significant deficiencies exist, including material weaknesses, in the design or
operation of internal control over financial reporting that are reasonably likely to
adversely affect the Company’s ability to record, process, summarize and report financial data.
32. Foreign and domestic operating subsidiaries of the Company which are subject to
local securities and capital adequacy requirements were in compliance with such
regulations and requirements at December 31, 20X8 and during the period from
January 1, 20X8 to March 15, 20X9.
To the best of our knowledge and belief, no events have occurred subsequent to the balancesheet date and through the date of this letter that would require adjustment to or disclosure in
the aforementioned financial statements.
___________________________________
[Name of Chief Executive Officer and Title]
___________________________________
[Name of Chief Financial Officer and Title]
For publicly-held futures commission merchants that include certifications of the Chief Executive Officer and Chief Financial Officer when filing with the SEC, the individuals certifying
in those capacities should also sign the representation letter in order to directly confirm and
document the communications to auditors described in their certifications (see paragraphs
5.140-.141). Other officers who provide material representations during the audit should also
be considered for inclusion as signers.
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GLOSSARY: Financial Accounting Standards Board
Accounting Standards Codification Terms
Terms defined in the practice aid or glossary that are defined in the Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC) are as follows:
affiliate. A party that, directly or indirectly through one or more intermediaries, controls,
is controlled by, or is under common control with an entity. (Further industry-specific
information is provided in the list of industry terms.)
commodity. Commodity means products whose units are interchangeable, are traded on
an active market where customers are not readily identifiable, and are immediately
marketable at quoted prices. (Further industry-specific information is provided in the
list of industry terms.)
comprehensive income. The change in equity (net assets) of a business entity during a period from transactions and other events and circumstances from nonowner sources. It
includes all changes in equity during a period except those resulting from investments
by owners and distributions to owners.
derivative financial instruments. Derivative financial instruments and derivative commodity instruments (collectively referred to as derivatives) are defined as follows: Derivative financial instruments have the same meaning as defined by generally accepted
accounting principles (GAAP), and include futures, forwards, swaps, options, and
other financial instruments with similar characteristics. (Further industry-specific information is provided in the list of industry terms.)
exchange market. An active exchange market is a market in which closing prices are both
readily available and generally representative of fair value. An example of such a market
is the New York Stock Exchange. (Further industry-specific information is provided in
the list of industry terms.)
exchange rate. The ratio between a unit of one currency and the amount of another currency for which that unit can be exchanged at a particular time. (Further industryspecific information is provided in the list of industry terms.)
Federal National Mortgage Association (FNMA). Often referred to as Fannie Mae, the
FNMA is an investor-owned corporation established by Congress to support the secondary mortgage loan market by purchasing mortgage loans when other investor funds
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are limited and selling mortgage loans when other investor funds are available. (Further
industry-specific information is provided in the list of industry terms.)
fair value. The price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date.
financial instrument. Cash, evidence of an ownership interest in an entity, or a contract
that both
1. imposes on one entity a contractual obligation either (a) to deliver cash or another
financial instrument to a second entity or (b) to exchange other financial instruments on potentially unfavorable terms with the second entity.
2. conveys to that second entity a contractual right either (a) to receive cash or another financial instrument from the first entity or (b) to exchange other financial
instruments on potentially favorable terms with the first entity.
The use of the term financial instrument in this definition is recursive (because the
term financial instrument is included in it), though it is not circular. The definition requires a chain of contractual obligations that ends with the delivery of cash or an ownership interest in an entity. Any number of obligations to deliver financial instruments
can be links in a chain that qualifies a particular contract as a financial instrument.
Contractual rights and contractual obligations encompass both those that are conditioned on the occurrence of a specified event and those that are not. All contractual
rights (contractual obligations) that are financial instruments meet the definition of
asset (liability) set forth in FASB Concepts Statement No. 6, Elements of Financial
Statements—a replacement of FASB Concepts Statement No. 3 (incorporating an amendment of FASB Concepts Statement No. 2), although some may not be recognized as assets
(liabilities) in financial statements—that is, they may be off-balance-sheet—because
they fail to meet some other criterion for recognition.
For some financial instruments, the right is held by or the obligation is due from (or
the obligation is owed to or by) a group of entities rather than a single entity. (Further
industry-specific information is provided in the list of industry terms.)
floor broker. A member of a securities exchange who executes transactions on the floor of
an exchange for the account of that member’s own entity or for the account of other
member entities. Broker-dealers often engage floor brokers, who are responsible for executing securities transactions on the exchanges for the account of the broker-dealer.
Floor brokers employed by the entity may execute trades on behalf of other broker-
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dealers, for which the entity is paid a brokerage fee. The purchase and sale department
of the broker-dealer maintains the records of floor brokerage fees that are due to other
broker-dealers who execute orders on the entity’s behalf and brokerage fees due from
other broker-dealers. (Further industry-specific information is provided in the list of
industry terms.)
futures contract. A standard and transferable form of contract that binds the seller to deliver to the bearer a standard amount and grade of a commodity to a specific location at
a specified time. It usually includes a schedule of premiums and discounts for quality
variation. (Further industry-specific information is provided in the list of industry
terms.)
Government National Mortgage Association. Often referred to as Ginnie Mae, GNMA is
a U.S. governmental agency that guarantees certain types of mortgage-backed securities
and provides funds for and administers certain types of low-income housing assistance
programs. (Further industry-specific information is provided in the list of industry
terms.)
half turn. A transaction involving the purchase or sale as either an opening or closing
transaction of a commodity futures contract. (Further industry-specific information is
provided in the list of industry terms.)
hybrid instrument. A contract that embodies both an embedded derivative and a host
contract. (Further industry-specific information provided in the list of industry terms.)
intrinsic value. The amount by which the fair value of the underlying stock exceeds the exercise price of an option. For example, an option with an exercise price of $20 on a
stock whose current market price is $25 has an intrinsic value of $5. (A nonvested share
may be described as an option on that share with an exercise price of zero. Thus, the
fair value of a share is the same as the intrinsic value of such an option on that share.)
(Further industry-specific information provided in the list of industry terms.)
level 1 inputs. Level 1 inputs are quoted prices (unadjusted) in active markets for identical
assets or liabilities that the reporting entity has the ability to access at the measurement
date.
level 2 inputs. Level 2 inputs are inputs other than quoted prices included within level 1
that are observable for the asset or liability, either directly or indirectly.
level 3 inputs. Level 3 inputs are unobservable inputs for the asset or liability.
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LIBOR Swap Rate (London Interbank Offered Swap Rate). The fixed rate on a singlecurrency, constant-notional interest rate swap that has its variable-rate leg referenced to
the London Interbank Offered Rate (LIBOR) with no additional spread over LIBOR
on that variable-rate leg. That fixed rate is the derived rate that would result in the swap
having a zero fair value at inception because the present value of fixed cash flows, based
on that rate, equate to the present value of the variable cash flows.
market participants. Market participants are buyers and sellers in the principal (or
most advantageous) market for the asset or liability that have all of the following
characteristics:
Independent of the reporting entity (that is, they are not related parties)
Knowledgeable, having a reasonable understanding about the asset or liability and
the transaction based on all available information, including information that
might be obtained through due diligence efforts that are usual and customary
Able to transact for the asset or liability
Willing to transact for the asset or liability (that is, they are motivated but not
forced or otherwise compelled to do so)
notional amount. A number of currency units, shares, bushels, pounds, or other units
specified in a derivative instrument. Sometimes other names are used. For example, the
notional amount is called a face amount in some contracts. (Further industry-specific
information is provided in the list of industry terms.)
observable inputs. Inputs that reflect the assumptions market participants would use in
pricing the asset or liability developed based on market data obtained from sources independent of the reporting entity.
premium. The excess of the net proceeds, after expense, received upon issuance of debt
over the amount repayable at its maturity. (Further industry-specific information is
provided in the list of industry terms.)
principal market. The market in which the reporting entity would sell the asset or transfer
the liability with the greatest volume and level of activity for the asset or liability. The
principal market (and thus, market participants) should be considered from the perspective of the reporting entity, thereby allowing for differences between and among
entities with different activities.
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proprietary transactions. Transactions in financial instruments that broker-dealers execute
for their own account.
reasonably possible. The chance of the future event or events occurring is more than remote, but less than likely.
regular-way trades. Regular-way trades include both of the following:
All transactions in exchange-traded financial instruments that are expected to settle
within the standard settlement cycle of that exchange (for example, three days for
U.S. exchanges)
All transactions in cash-market-traded financial instruments that are expected to
settle within the time frame prevalent or traditional for each specific instrument
(for example, for U.S. government securities, one or two days)
repurchase agreement. The sale of a security, usually a U.S. government obligation or corporate debt instrument, at a specified price with a simultaneous agreement to repurchase the security, usually at a fixed or determinable price on a specified future date. An
agreed-upon interest rate is accrued by the seller-repurchaser over the life of the contract. For financial reporting purposes, the security is treated as part of the brokerdealer’s trading and investment inventory, with the amount of the repurchase
agreement reflected as a liability. (Further industry-specific information is provided in
the list of industry terms.)
reverse repurchase agreement. An agreement whereby the purchaser of securities agrees to
resell the securities within a specified time at a fixed or determinable price. See repurchase agreement. (Further industry-specific information is provided in the list of industry terms.)
right of setoff. A right of setoff is a debtor’s legal right, by contract or otherwise, to discharge all or a portion of the debt owed to another party by applying against the debt
an amount that the other party owes to the debtor.
round-turn. A purchase and a subsequent sale, or a sale and a subsequent purchase, of a
commodity futures contract. (Further industry-specific information is provided in the
list of industry terms.)
transaction. An external event involving transfer of something of value (future economic
benefit) between two (or more) entities. (See FASB Concepts Statement No. 6.) (Further industry-specific information is provided in the list of industry terms.)
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underlying. A variable that, along with either a notional amount or a payment provision,
determines the settlement of a derivative instrument.
unobservable inputs. Inputs that reflect the reporting entity’s own assumptions about the
assumptions market participants would use in pricing the asset or liability developed
based on the best information available in the circumstances.
variable interest entity. An entity in which equity investors do not have the characteristics
of a controlling financial interest or do not have sufficient equity at risk for the entity
to finance its activities without additional subordinated financial support.
variable-rate forward contracts. Variable-rate forward contracts are commonly used to effect equity forward transactions. The contract price on those forward contracts is not
fixed at inception but varies based on changes in a specified index (for example, threemonth U.S. LIBOR) during the life of the contract.
warrant. A security that gives the holder the right to purchase shares of common stock in
accordance with the terms of the instrument, usually upon payment of a specified
amount. (Further industry-specific information is provided in the list of industry
terms.)
weather derivative. A forward-based or option-based contract for which settlement is
based on a climatic or geological variable. One example of such a variable is the occurrence or nonoccurrence of a specified amount of snow at a specified location within a
specified period of time. (Further industry-specific information is provided in the list
of industry terms.)
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GLOSSARY: Industry Terms
The following is a list of additional terms that have been used in this guide and further information on select terms defined in the Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC ) glossary.
abandon. To elect not to exercise or offset an option position.
ABC type agreement. An agreement between an individual member and a futures commission merchant (FCM) or introducing broker (IB) that requires the member, upon
leaving the FCM/IB, to perform one of the following:
a. Pay the FCM/IB the amount necessary to purchase another membership (if the
named individual wished to retain the membership)
b. Sell the membership and pay the proceeds over to the FCM/IB
c. Transfer the membership for a nominal consideration to a person designated by the
FCM/IB and satisfactory to the exchange
accommodation trading. Noncompetitive trading entered into by a trader to assist another with illegal trades.
actuals. Physical commodities as distinguished from commodity futures contracts. See
cash commodity and spot (commodity).
adjusted net capital. An FCM’s or IB’s regulatory capital pursuant to Commodity Futures
Trading Commision (CFTC) Regulation 1.17, Minimum financial requirements for futures commission merchants and introducing brokers, or the rules and regulations of a
commodity exchange or other regulatory body. Adjusted net capital is usually equal to
total current assets, less total liabilities, less charges against net capital for the risks inherent in the FCM’s or IB’s business operations, as those terms are defined and determined by the rules or regulations of the pertinent regulatory body.
affiliate. An affiliate of, or a person affiliated with, a specific person is a person that directly, or indirectly through one or more intermediaries, controls, is controlled by, or is
under common control with, the person specified (SEC Rule 210.1-02(b)) (defined in
the FASB ASC glossary, as presented in the first section of this glossary).
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aggregation. The principle under which all futures positions owned or controlled by one
trader (or group of traders acting in concert) are combined to determine reporting status and speculative limit compliance.
agricultural trade option merchant (ATOM). Any person that is in the business of soliciting or entering option transactions involving an enumerated agricultural commodity
that are not conducted, executed on, or subject to the rules of an exchange.
allowances. The discounts (premiums) that reflect grades or locations of a commodity
lower (higher) than the par (or basis) grade or location specified in the futures contract.
American option. An option that can be exercised at any time prior to, or on the expiration date. See European option.
approved delivery facility. Any bank, stockyard, mill, storehouse, plant, elevator, pipeline,
or other depository that is authorized by an exchange for the delivery of commodities
tendered on futures contracts.
arbitrage. Simultaneous purchase and sale of identical, similar, or related commodities in
different markets to benefit from a price differential; also includes some aspects of
hedging. See spread and switch.
as-of trade. An executed trade not initially matched during the settlement process, but
subsequently reconciled and acknowledged by both parties to the trade, and recorded
on the traders’ books as though it occurred on the original trade date rather than at the
time of the actual recordation.
asian option. An exotic option whose payoff depends on the average price of the underlying asset during some portion of the life of the option.
assignable contract. A contract that allows the holder to convey his or her rights to a third
party. (Note that exchange-traded contracts are not assignable.)
associated person (AP). An individual who solicits or accepts (other than in a clerical capacity) orders, discretionary accounts, or participation in a commodity pool, or who
supervises any individual so engaged on behalf of an FCM, IB, commodity trading advisor (CTA), commodity pool operator (CPO), or ATOM.
at-the-market. An order to buy or sell a futures contract at whatever price is obtainable
when the order reaches the trading floor; also called a market order.

446

at-the-money. Occurs if an option’s exercise price is the same as the current trading price
of the underlying commodity.
audit trail. The record of trading information that identifies, for example, the brokers participating in each transaction, the entity clearing the trade, the terms and time of the
trade, and, if applicable, the customers involved.
automatic exercise. A provision in an option contract specifying that it will be exercised
automatically on the expiration date if it is in-the-money by a specified amount, absent instructions to the contrary.
back months. Those futures delivery months with expiration or delivery dates furthest
into the future; futures delivery months other than the spot or nearby delivery month;
also called deferred delivery and deferred futures).
backpricing. Fixing the price of a commodity for which the commitment to purchase has
been made in advance. The buyer can fix the price relative to any monthly or periodic
delivery using the futures markets.
backwardation. A basic pricing system in commodity futures trading. In such a price
structure, the nearer deliveries of a commodity cost more than contracts that are due to
mature many months in the future. A backwardation price pattern occurs mainly because the demand for supplies in the near future is greater than the demand for supplies
at some more distant time. Backwardation is the opposite of contango.
banker’s acceptance. A draft or bill of exchange accepted by a bank; the accepting institution is the primary obligor. Used extensively in foreign trade transactions.
basis. The difference between the cash or spot market price and the futures price of a commodity. Basis is usually computed in relation to the nearby futures contract and will reflect differentials due to time periods, product forms, qualities, or locations.
basis point. Measures changes in price or yield of a security. One basis point equals .01
percent, or 10 cents per $1,000 per annum.
bear. One who expects a decline in prices; the opposite of a bull. An event is considered
bearish if it is expected to result in lower prices.
bear market. A market in which prices are declining.
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bear spread. The simultaneous purchase and sale of two futures contracts in the same or
related commodities with the intention of simultaneously profiting from a decline in
prices and limiting the potential loss if this expectation does not materialize. In agricultural commodities, this is accomplished by selling a nearby delivery and buying a
deferred delivery.
beta (beta coefficient). A measure of the variability of rate of return or value of a stock or
portfolio compared to that of the overall market.
bid. The price a buyer is willing to pay for a specific quantity of a commodity at a
particular time.
Black–Scholes model. A computer model used to value an option that uses, as inputs, the
stock price, the exercise price, the risk-free interest rate, the time to maturity, and the
standard deviation of the stock return.
blotters. A record of original entry, such as a book or individual unit, used to record transactions as they occur. It covers purchases, sales, cash receipts and disbursements, and securities or contracts received and delivered.
board of trade. Any exchange or association, whether incorporated or unincorporated, of
persons who are engaged in the business of buying or selling any commodity or receiving the same for sale on consignment.
boiler room. An enterprise that often is operated out of inexpensive, low-rent quarters
(hence the term boiler room) that uses high-pressure sales tactics (generally over the
telephone) and possibly false or misleading information to solicit generally unsophisticated investors.
bona fide hedging. A regulatory term that specifies the nature and purpose of commodity
futures positions and transactions that may be classified as hedging for purposes of establishing margin requirements and position limits. Also see cover.
book entry system. A system in which securities are not represented by physical certificates, but are maintained in computerized records at the custodian in the names of the
registered owner.
book transfer. A series of accounting or bookkeeping entries used to settle a series of cash
market transactions.
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box transaction. An option position in which the holder establishes a long call and a short
put at one strike price and a short call and a long put at another strike price, all of
which are in the same contract month in the same commodity or security.
broker. A person paid a fee or commission for acting as an agent in making contracts,
sales, or purchases. Also referred to as account representative, account executive associated person, financial consultant or registered representative. See also floor broker.
broker association. Two or more exchange members who either (a) share responsibility for
executing customer orders, (b) have access to each other’s unfilled customer orders as a
result of common employment or other kinds of relationships, or (c) share profits or
losses associated with their brokerage or trading activity.
bucket shop. A brokerage enterprise which books (that is, takes the opposite side of ) a customer’s order without actually having it executed on an exchange.
bucket, bucketing. Illegal practice of accepting orders to buy or sell without executing
such orders, and the illegal use of the customer’s principal—margin deposit—without
disclosing the fact of such use. Directly or indirectly taking the opposite side of a customer’s order into the broker’s own account or into an account in which the broker has
an interest, without open and competitive execution of the order on an exchange.
bull. One who expects a rise in prices; the opposite of bear. A news item is considered
bullish if it portends higher prices.
bull market. A market in which prices are rising.
bull spread. The simultaneous purchase and sale of two futures contracts in the same or
related commodities with the intention of simultaneously profiting from a rise in prices
and limiting the potential loss if this expectation does not materialize. In agricultural
commodities, this is accomplished by buying the nearby delivery and selling the
deferred delivery.
bullion. Bars or ingots of precious metals usually cast in standardized sizes.
bunched order. A discretionary order entered by a CTA on behalf of multiple customers.
buoyant. A market in which prices have a tendency to rise easily with a considerable show
of strength.
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busted trade. A reversal of a transaction that was recorded in error.
butterfly spread. A three-legged spread in futures or options. In the option spread, the options have the same expiration date but differ in strike prices. For example, a butterfly
spread in soybean call options might consist of two short calls at a $6.00 strike price,
one long call at a $6.50 strike price, and one long call at a $5.50 strike price.
buy (or sell) on close. To buy (or sell) at the end of the trading session within the closing
price range.
buy (or sell) on opening. To buy (or sell) at the beginning of a trading session within the
opening price range.
buyer. A market participant who takes a long futures position or buys an option. An option buyer is also called a taker, holder, or owner.
buyer’s call. See call.
buying hedge (or long hedge). Buying futures contracts to protect against possible increased cost of commodities that will be needed in the future. See hedging.
C&F. Cost and freight paid to a point of destination and included in the price quoted; also
called CAF.
CIF. Cost, insurance, and freight paid to a point of destination and included in the price
quoted.
call. (1) A period at the opening and the close of some futures markets in which the price
for each futures contract is established by auction. (2) Buyer’s call generally applies to
cotton; also called call sale. A purchase of a specified quantity of a specific grade of a
commodity at a fixed number of points above or below a specified delivery month’s futures price, with the buyer allowed a period of time to fix the price either by purchasing
a future for the account of the seller, or telling the seller when he wishes to fix the price.
(3) Seller’s call, also called call purchase, is the same as the buyer’s call except that the
seller has the right to determine the time to fix the price. (4) Option contract giving the
buyer the right, but not the obligation, to purchase the commodity or security to enter
into a long futures position. (5) The requirement that a financial instrument be returned to the issuer prior to maturity, with principal and accrued interest paid off upon
return.
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call date. Date upon which an issuer can exercise a call feature.
call option. A contract that entitles the holder to buy (call), entirely at his or her discretion, a specified number of underlying units of a particular commodity or futures contract at a specified price at any time until the stated expiration date of the contract.
Such an option (which is always for a round lot amount and which is transferable) is
bought with the expectation that the price will rise above the contract price. If the price
rises, as anticipated, the purchaser will exercise the option. If the price does not rise, the
purchaser will let the option expire and lose the cost of the option.
call rule. An exchange regulation under which an official bid price for a cash commodity
is competitively established at the close of each day’s trading. It holds until the next
opening of the exchange.
called. Another term for exercised when the option is a call. The writer of a call must deliver the indicated underlying commodity when the option is exercised or called.
candlestick chart. Contains the same data as a normal bar chart but highlights the relationship between opening and closing prices. The narrow stick represents the range of
prices traded during the period (high to low) while the broad midsection represents the
opening and closing prices for the period. The advantage of candlesticks is the ability to
highlight trend weakness and reversal signals that may not be apparent on a normal bar
chart. The Japanese have been using candlesticks since the 17th century to analyze rice
prices.
capping. Effecting commodity or security transactions shortly prior to an option’s expiration date, depressing or preventing a rise in the price of the commodity or security so
that previously written call options will expire worthless and the premium the writer
received will be protected.
carry. The cost of financing (borrowing to buy) a position in financial instruments. See
negative carry and positive carry.
carrying broker. A member of a commodity exchange, usually an FCM, through whom
another broker or customer elects to clear all or part of its trades.
carrying charge. The cost of holding physical commodities over a period of time. This
cost includes storage charges, insurance, interest, and other costs involved in ownership. It is known as a carrying charge market if there are higher futures prices for each
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successive contract maturity. If the carrying charge is adequate to reimburse the holder
for its out-of-pocket costs, it is called a full carrying charge.
cash commodity. Actual physical commodities as opposed to forwards, swaps, or futures
contracts. Sometimes called spot commodity or actuals.
cash forward sale. See forward contracting.
cash market. A market in which transactions for the purchase and sale of the physical
commodity are made, under whatever terms are agreeable to the buyer and seller, and
are legal under law and the rules of the market organization, if such exist. Cash market
can refer to an organized, self-regulated central market, such as the cash grain section of
commodity exchanges that also have futures contract trading or the central stockyards
in the livestock industry. It can also refer to an over-the-counter market in which buyers, sellers, and/or dealers compete in decentralized locations, possibly under the rules
of an organized association. In still other uses, the term may refer to methods of purchasing and selling the physical commodity that are prevalent in the industries using
that commodity. For example, an elevator company in town and neighboring farmers
who feed livestock may comprise a corn grower’s cash market; even though no organized relationship exists between them. See spot and forward contract.
cash price. The price in the marketplace for actual cash or spot commodities to be delivered via customary market channels.
cash settlement. A method of settling in cash certain open futures contracts at the contract
expiration based on normal exchange variation margin procedures rather than delivery
of the commodity underlying the contract.
CCC. See Commodity Credit Corporation.
CEAct. See Commodity Exchange Act.
certificate of deposit (CD). A time deposit with a specific maturity.
certificated or certified stock. Physical supplies of a commodity that have been inspected
and found to be of a quality deliverable against futures contracts, stored at the delivery
points designated as regular or acceptable for delivery by the commodity exchange. In
grain, these are called stocks in deliverable position.
CFTC. See Commodity Futures Trading Commission.
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charting. The use of graphs and charts in the technical analysis of futures markets to plot
trends of price movements, average movements of price, volume of trading, and open
interest. See technical analysis.
chartist. Technical trader who reacts to signals of price movements derived from graphs.
cheapest-to-deliver. Usually refers to the selection of bonds deliverable against an expiring
bond futures contract.
chooser option. An option that is transacted in the present, but at some pre-specified future date is chosen to be either a put or call option.
churning. Excessive trading of an account by a broker with control of the account for the
purpose of generating commissions while disregarding the interests of the customer.
circuit breaker. A system of trading halts and price limits on equities, options, and futures
markets designed to provide a cooling-off period during large, intraday market
declines.
class (of options). Options of the same type (that is, either puts or calls, but not both) covering the same underlying futures contract or physical commodity (for example, a
March call with a strike price of 62 and a May call with a strike price of 58).
clearing. The procedure through which the clearinghouse or association becomes the
buyer to each seller, and the seller to each buyer, of a futures contract, assumes responsibility for protecting buyers and sellers from financial loss by assuring performance on
each contract, and exchanges the monetary effects of financial gains and losses.
clearinghouse. An entity that acts as a medium for clearing, and effecting settlements of
transactions between parties. It often substitutes itself as the buyer to every seller and
the seller to every buyer, and thereby effectively providing a credit guarantee to each
party. In connection with traditional trading on commodity exchanges, entity that acts
as an adjunct to, or division of, a commodity exchange through which transactions executed on the exchange are settled. Clearing organizations also are charged with assuring the proper conduct of the exchange’s delivery procedures and the adequate
financing of trading.
clearing member. A member of a clearing association or a person entitled to clear trades in
his or her own name through a clearing association. All trades of a nonclearing member
must be registered and eventually settled through a clearing member.
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clearing price. See settlement price.
close. The period at the end of the trading session, officially designated by the exchange,
during which all transactions are considered made at the close.
close out. Liquidating an existing long or short futures or option position with an equal
and opposite transaction. Also known as offset or cover.
closing price (or range). See settlement price.
combination. Puts and calls, held either long or short, with different strike prices and
expirations.
commercial. An entity involved in the production, processing, or merchandising of a commodity that may manage the associated price variation risk.
commercial paper. Short-term promissory notes issued in bearer form by large corporations, with maturities ranging from 5 to 270 days. Because the notes are unsecured, the
commercial paper market generally is dominated by large corporations with impeccable credit ratings.
commission fee. A fee charged by a broker for execution of a transaction; an amount per
transaction or a percentage of the total value of the transaction; sometimes referred to
as a brokerage fee.
commission merchant (or house). One who makes a trade, either for another member of
the exchange or for a nonmember client, but who makes the trade in his own name and
becomes liable as principal to the other. See futures commission merchant.
commitments. See open interest.
commodity. Historically, the term commodity referred to physical goods underlying a futures contract. The term has been expanded over the years to include various financial
instruments, stock indexes, energy products, and foreign currencies. In addition, commodity contracts have been expanded to include forward contracts (interbank and
other off-exchange markets) and options on futures where the futures contract is the
underlying commodity (defined in the FASB ASC glossary, as presented in the first section of this glossary).
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Commodity Credit Corporation (CCC). A government-owned corporation established
in 1933 to assist American agriculture. Major operations include price support programs, foreign sales, and export credit programs for agricultural commodities.
Commodity Exchange Act (CEAct). Provides for the federal regulation of commodity futures and options trading. See also the Commodities Futures Modernization Act.
Commodity Exchange Commission. A commission consisting of the Secretary of Agriculture, Secretary of Commerce, and the Attorney General, responsible for administering the Commodity Exchange Act prior to 1975.
Commodity Futures Modernization Act (CFMA). Reauthorized the CFTC for five years
and overhauled the CEAct to create a flexible structure for the regulation of futures and
options trading. Significantly, the CFMA codified an agreement between the CFTC
and the Securities and Exchange Commission (SEC) to repeal the 18-year-old ban on
the trading of single stock futures.
Commodity Futures Trading Commission (CFTC). A federal regulatory agency charged
and empowered under the Commodity Futures Trading Commission Act of 1974 to
regulate the futures trading in all commodities. It is the successor to the Commodity
Exchange Authority, a regulatory agency of the U.S. Department of Agriculture.
commodity holdout. A transaction on the FCM’s records that is not reported on the clearinghouse sheets. The offset to out trades.
commodity option. See option, puts, and calls.
commodity pool. An enterprise in which funds contributed by a number of persons are
combined for the purpose of trading commodity futures or option contracts.
commodity pool operator (CPO). An individual or firm that operates or solicits funds for
a commodity pool. A CPO is generally required to be registered with the CFTC (application for registration must be filed with the National Futures Association [NFA]).
commodity price index. Index or average, which may be weighted, of selected commodity
prices, intended to be representative of the markets in general or a specific subset of
commodities (for example, grains or livestock).
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commodity swap. A contract in which counterparties agree to exchange cash flows based
on the difference between an agreed upon, fixed price and a price that varies with
changes in a specified commodity index, as applied to an agreed upon quantity of the
underlying commodity.
commodity trading advisor (CTA). Individuals or firms that offer advice on commodity
futures trading or publish analyses or reports concerning commodities for compensation or profit and as part of a regular business. May manage, for a fee, a commodities
interest trading account, such as a commodity pool. A CTA is generally required to be
registered with the CFTC (Application for registration must be filed with the NFA.).
commodity-linked bonds (notes). Generically refers to any debt instrument for which the
rate of return is determined based upon the price movement of a specified commodity.
confirmation statement. A statement, which typically shows the price and the number of
contracts bought and sold, sent by a FCM to a customer when a futures or options position has been initiated or closed. See P&S (purchase and sale)
congestion. (1) A market situation in which shorts attempting to cover their positions
are unable to find an adequate supply of contracts provided by longs willing to liquidate or by new sellers willing to enter the market, except at sharply higher prices. (2) In
technical analysis, a period of time characterized by repetitious and limited price
fluctuations.
consignment. A shipment made by a producer or dealer to an agent elsewhere with the
understanding that the commodities in question will be cared for or sold at the highest
obtainable price. Title to the merchandise shipped on consignment rests with the shipper until the goods are disposed of according to agreement.
contango. A market situation in which prices in succeeding delivery months are progressively higher than in the nearest delivery month; the opposite of backwardation.
contract. A contract is a unit of trading for a commodity future or option. An agreement
to buy or sell a specified commodity, detailing the amount and grade of the product
and the date on which the contract will mature and become deliverable.
contract grades. Standards or grades of commodities listed in the rules of the exchanges
that must be met when delivering cash commodities against futures contracts. Grades
are often accompanied by a schedule of discounts and premiums allowable for delivery
of commodities of lesser or greater quality than the contract grade.
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contract market. A commodity exchange or board of trade that has been designated by the
CFTC for the trading of futures contracts for specific commodities.
contract month. See delivery month.
contract unit. The actual amount of a commodity represented in a contract.
controlled account. Any account for which trading is directed by someone other than the
owner. Also called a managed account or a discretionary account.
convergence. The tendency for prices of physicals and futures to approach one another,
usually during the delivery month. Also called a narrowing of the basis.
conversion. When trading options on futures contracts, a position created by selling a call
option, buying a put option, and buying the underlying futures contract, and the options have the same strike price and the same expiration.
core principle. A provision of the CEAct with which a contract market, derivatives transaction execution facility (DTEF), or derivatives clearing organization (DCO) must
comply on an ongoing basis. Eighteen core principles exist for contract markets, 9 Core
Principles for DTEFs, and 14 core principles for DCOs.
corner-the-market. (1) To secure such relative control of a commodity or security that its
price can be manipulated. (2) In the extreme situation, obtaining contracts requiring
delivery of more commodities or securities than are available for delivery.
correspondent. One of the parties to an agreement between two broker-dealers who perform services for each other, such as the execution and clearance of trades or the maintenance of customer accounts.
cost of tender. Total of various charges incurred if a commodity is certified and delivered
on a futures contract.
counter-trend trading. In technical analysis, the method by which a trader takes a position
contrary to the current market direction in anticipation of a change in that direction.
counterparty. The opposite party in a bilateral agreement, contract, or transaction. In the
retail foreign exchange (or forex) context, the party to which a retail customer sends its
funds; lawfully, the party must be one of those listed in Section 2(c)(2)(B)(ii)(I)-(VI) of
the CEAct.
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counterparty risk. The risk associated with the financial stability of the party with whom
the contract is entered. Forward contracts impose upon each party the risk that the
counterparty will default, but futures contracts executed on a designated contract market are guaranteed against default by the clearing organization.
coupon (coupon rate). A fixed dollar amount of interest payable per annum, stated as a
percentage of principal value, usually payable in semiannual installments.
cover. To offset a previous futures transaction with an equal and opposite transaction.
Short covering is a purchase of futures contracts to cover an earlier sale of an equal
number of contracts of the same delivery month. Liquidation is the sale of an equal
number of futures contracts of the same delivery month to offset the obligation to take
delivery on futures contracts currently owned.
covered option. A short call or put option position that is covered by the underlying futures contract or ownership of the physical commodities. For example, in the case of
options on futures contracts, a covered call is a short call position combined with a long
futures position. A covered put is a short put position combined with a short futures
position.
crop year. The time period from one harvest to the next, varying according to the commodity (that is, July 1 to June 30 for wheat, September 1 to August 31 for soybeans).
cross hedging. Hedging actuals with futures positions in a different, but price related commodity. See also substitution hedging.
cross margining. A procedure for margining related securities options and futures contracts jointly if different clearinghouses clear each side of the position.
cross-rate. In foreign exchange, the price of one currency in terms of another currency, in
the market of a third country. For example, a London dollar cross-rate could be the
price of one U.S. dollar in terms of Japanese yen on the London market.
cross trading. Offsetting or noncompetitive match of the buy order of one customer
against the sell order of another, a practice that is permissible only when executed as required by the CEAct, CFTC regulations, and the rules of the contract market.
CTA. See commodity trading advisor.
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CTI codes. Customer type indicator codes, mandated by Commission Regulation 1.35e
defines the customer and option customer type indicators that consist of four identifiers, which describe transactions by the kind of customer for which a trade is effected.
The four codes are (1) trading for the member’s own account; (2) trading for a proprietary account of the clearing member’s firm; (3) trading for another member who is
currently present on the trading floor or for an account controlled by such other
member; and (4) trading for any other kind of customer. Transaction data classified by
the preceding codes are included in the trade register report produced by a clearing
organization.
curb trading. The dealing that takes place after the official market has closed. Originally, it
took place in the street on the curb outside the market. Currently, it also refers to trading by telephone or by other means outside the ring or market. Under CFTC regulations, curb trading is illegal.
current delivery (month). Refers to a futures contract that will come to maturity and become deliverable during the current month; also called spot month.
daily net settlement. The exchange of cash between a clearinghouse and a clearing member for the net total of the day’s transactions with the clearinghouse for establishing
new positions, the mark-to-market variance on all open positions, and the closing of
existing positions. Amounts pertaining to customer accounts must be settled separately
from firm accounts.
daily price limits. See limit (up or down).
day order. An order that expires automatically at the end of each day’s trading session.
There may be a day order with time contingency. For example, an off at a specific time
order is an order that remains in force until the specified time during the session is
reached. At such time, the order is automatically canceled.
day traders. Speculators or exchange members on the trading floor who take positions in
commodities and then liquidate them prior to the close of the same trading day.
day trading. Establishing and offsetting the same futures market position within one day.
dealer. An individual or firm that acts as a market maker in an instrument such as a security or foreign currency.
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dealer option. A put or call on a physical commodity, not originating on or subject to the
rules of an exchange, in which the obligation for performance rests with the writer of
the option. Dealer options are normally written by firms handling the underlying commodity and offered to public customers, although the reverse may also be true.
deck. The orders for purchase or sale of futures and option contracts held by a floor
broker.
declaration (of options). See exercise.
declaration date. See expiration date.
default. Failure to perform on a futures contract as required by exchange rules, such as failure to meet a margin call, or to make or take delivery.
deferred delivery. The more distant months when futures trading will take place, as distinguished from the nearby futures delivery months. Also called back months.
deferred futures. The futures contracts that expire during the most distant months. Also
called back months. Also see forward purchase or sale.
deliverable commodity (deliverable). A commodity that meets all of the rules and criteria
for the delivery of the cash commodity in the settlement of a futures contract. The contract market in which the futures contract is traded may allow deviations from the
stated contract specifications, within specified limits, which could result in additional
premiums or discounts in price to the seller. Elements that must be satisfied include
quantity, contract grades, and location.
deliverable grades. See contract grades.
deliverable stocks. Stocks of commodities located in exchange-approved storage, for
which receipts may be used in making delivery on futures contracts. In the cotton
trade, the term refers to cotton certified for delivery. Also see certificated stocks.
delivery. The tender and receipt of the actual commodity, the cash value of the commodity, or of a delivery instrument covering the commodity. The changing of ownership or
control of a commodity under very specific terms and procedures established by the
exchange on which a contract is traded. Typically, the commodity must be placed in
an approved warehouse, on-track boxcar, or bank, and inspected by approved personnel, after which the facility issues a warehouse receipt, shipping certificate, demand
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certificate, or due bill, which becomes a transferable delivery instrument. Delivery of
the delivery instrument typically must be preceded by delivery of a Notice of Intention
to Deliver, commonly made two days before delivery of the instrument. After receipt of
the delivery instrument, the new owner typically can arrange with the storage facility to
take possession of the physical commodity, can deliver the delivery instrument into the
futures market in satisfaction of a short position, or can sell the delivery instrument to
another market participant who can use it for delivery into the futures market in satisfaction of his short position or for cash.
delivery date. The date on which the commodity or instrument of delivery must be delivered to fulfill the terms of a contract.
delivery instrument. A document used to effect delivery on a futures contract, such as a
warehouse receipt or shipping certificate.
delivery month. The month in which a futures contract matures and can be settled by delivery of the physical commodity.
delivery notice. A written notice delivered through an exchange clearinghouse by the seller
of a futures contract (the short position holder) indicating that he intends to deliver
the physical commodity in fulfillment of the futures contract terms. This notice is separate and distinct from the warehouse receipt or other instrument that will be used to
transfer title.
delivery option. A provision of a futures contract that provides the short with flexibility in
regard to timing, location, quantity, or quality in the delivery process.
delivery points. Those locations and facilities designated by a commodity exchange at
which stocks of a commodity may be delivered in the fulfillment of a contract, under
procedures established by the exchange.
delivery price. The price fixed by the clearinghouse at which deliveries on futures are invoiced—generally the price at which the futures contract is settled if deliveries are
made.
delivery, current. Deliveries being made during a present month. Sometimes current delivery is used as a synonym for nearby delivery.
delivery, nearby. The nearest traded month. In plural form, one of the nearer trading
months.
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delta margining. An option margining system used by some exchanges for exchange members and/or floor traders that equates the changes in option premiums with the changes
in the price of the underlying futures contract to determine risk factors on which to
base the margin requirements.
delta value (delta). The expected change in an option’s price given a one-unit change in
the price of the underlying futures contract or physical commodity.
deposit. The initial outlay required by a broker of a client to open a futures position, returnable upon liquidation of that position.
depository receipt. See vault receipt.
derivative (financial instrument). A financial instrument, traded on or off an exchange,
the price of which is directly dependent upon (that is, derived from) the value of one or
more underlying securities, equity indices, debt instruments, commodities, other derivative instruments, or any agreed upon pricing index or arrangement (for example,
the movement over time of the Consumer Price Index or freight rates). Derivatives involve the trading of rights or obligations based on the underlying product, but do not
directly transfer property (defined in the FASB ASC glossary, as presented in the first
section of this glossary).
derivatives clearing organization (DCO). A clearing organization or similar entity that, in
respect to a contract (1) enables each party to the contract to substitute, through novation or otherwise, the credit of the derivatives clearing organization for the credit of the
parties; (2) arranges or provides, on a multilateral basis, for the settlement or netting of
obligations resulting from such contracts; or (3) otherwise provides clearing services or
arrangements that mutualize or transfer among participants in the derivatives clearing
organization the credit risk arising from such contracts.
derivatives transaction execution facility (DTEF). A board of trade that is registered with
the CFTC as a DTEF. A DTEF is subject to fewer regulatory requirements than a contract market. To qualify as a DTEF, an exchange can only trade certain commodities
(including excluded commodities and other commodities with very high levels of deliverable supply) and generally must exclude retail participants (retail participants may
trade on DTEFs through FCMs with adjusted net capital of at least $20 million or
registered CTAs that direct trading for accounts containing total assets of at least $25
million).
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designated examining authority (DEA). The self-regulatory organization (SRO) designated by the SEC as the organization responsible for examining a broker-dealer for
compliance with applicable financial responsibility rules.
designated self-regulatory organization (DSRO). An SRO, of which an FCM is a member; it assumes responsibility for monitoring the FCM’s compliance with minimum financial and related reporting requirements. If an FCM is a member of more than one
SRO, the SROs may decide among themselves which of them will be responsible for
assuming these regulatory duties and, upon approval of the plan by the CFTC, be appointed the DSRO for that FCM.
diagonal spread. A spread between two call options or two put options with different
strike prices and different expiration dates.
differentials. The discount (premium) allowed for grades or locations of a commodity
lower (higher) than the par or basis grade or location specified in the futures contact.
See allowances.
disclosure document. A statement that must be provided by a CPO to prospective customers that describes trading strategy, potential risk, commissions, fees, performance
and other relevant information.
discount. (1) A downward adjustment in price allowed for delivery of stocks of a commodity of lesser than contract grade against a futures contract. (2) Sometimes used to
refer to the price differences between futures of different delivery months, as in the
phrase “July at a discount to May,” indicating that the price of the July future is lower
than May’s future.
discount basis. Method of quoting securities whereby the price is expressed as an annualized discount from maturity value.
discount bond. A bond selling below par. See par.
discretionary account. An arrangement by a holder of an account who gives written power
of attorney to another, often his broker, to make buying and selling decisions without
notification to the holder; often referred to as a managed account or controlled
account.
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distant or deferred delivery. Usually means one of the more distant months in which futures trading is taking place.
dominant future. That futures contract having the largest number of open contracts.
DSRO. See designated self-regulatory organization.
dual trading. Dual trading occurs when a floor broker or FCM executes customer orders
and, on the same day, trades for his own account or an account in which he has an
interest.
duration. A measure of a bond’s price sensitivity to changes in interest rates.
ECN. Electronic Communications Network, frequently used for creating electronic stock
or futures markets.
eCOPS®. A web-based electronic document management system that automates the
costly and inefficient manual document handling processes associated with the physical
deliveries of commodities. Although eCOPS, LLC is a wholly-owned subsidiary of the
ICE Futures U.S, a U.S. federally registered and regulated futures exchange, eCOPS
users are not obligated in any way to participate in futures markets to receive the benefits of eCOPS electronic document management. Over the last four years eCOPS, LLC
was designated by the U.S. Department of Agriculture as an official “Provider” of electronic documents for the coffee, cocoa, and orange juice industries. In becoming an officially sanctioned provider of warehouse receipts, eCOPS addresses the new “Food
Security” rules from U.S. Customs and the Food and Drug Administration.
efficient market. A market in which new information is immediately available to all investors and potential investors. That is, a market in which all information is instantaneously assimilated and therefore has no distortions.
EFP. See exchange for physical.
electronic trading facility. A trading facility that operates by an electronic or telecommunications network instead of a trading floor and maintains an automated audit trail of
transactions.
E-Local. A person with trading privileges at an exchange with an electronic trading facility
who trades electronically (rather than in a pit or ring) for his or her own account, often
at a trading arcade.
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E-Mini. A mini contract that is traded exclusively on an electronic trading facility. E-Mini
is a trademark of the Chicago Mercantile Exchange.
Elliot Wave. (1) A theory named after Ralph Elliot, who contended that the stock market
tends to move in discernible and predictable patterns reflecting the basic harmony of
nature. (2) In technical analysis, a charting method based on the belief that all prices
act as wavers, rising and falling rhythmically.
enumerated hedging transactions. Specific transactions and positions described by CFTC
Regulation 1.3z-2 that may be classified as hedging rather than speculative.
equity. The net worth in an account carried by an FCM, computed by adding the ledger
balances and open trade equity (unrealized gains and losses on open futures contracts)
of an account assuming it were liquidated at current prices. See net liq.
euro. The official currency of most members of the European Union.
eurodollar. U.S. dollar deposits placed with banks outside the U.S. Holders may include
individuals, companies, banks, and central banks.
eurodollar bonds. Bonds issued in Europe by corporate or government interests outside
the boundary of the national capital market, denominated in dollars.
eurodollar CDs. Dollar-denominated certificates of deposit issued by a bank outside of
the United States, either a foreign bank or U.S. bank subsidiary.
European option. An option that may be exercised only on the expiration date. See
American option.
even lot. A unit of trading in a commodity established by an exchange to which official
price quotations apply. See round lot.
excess margin. The amount in excess of required margin (See margin).
exchange (market). A central marketplace with established rules and regulations where
buyers and sellers meet to trade futures and options contracts or securities. Exchanges
include designated contract markets and DTEFs (defined in the FASB ASC glossary, as
presented in the first section of this glossary).
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exchange for physical. A transaction in which the buyer of a cash commodity transfers to
the seller a corresponding amount of long futures contracts, or receives from the seller
a corresponding amount of short futures, at a price difference mutually agreed upon. In
this way, the opposite hedges in futures of both parties are closed out simultaneously.
Also called exchange for physical (EFP), against actuals (AA), or ex-pit transactions.
exchange of futures for cash. A transaction in which the buyer of a cash commodity transfers to the seller a corresponding amount of long futures contracts or receives from the
seller a corresponding amount of short futures, at a price difference mutually agreed
upon. In this way, the opposite hedges in futures of both parties are closed out simultaneously. Also called EFP, AA, or ex-pit transactions.
exchange rate. The price of one currency stated in terms of another currency (defined in
the FASB ASC glossary, as presented in the first section of this glossary).
exchange risk factor. The delta value of an option as computed daily by the exchange on
which it is traded.
exercise. Election to buy or sell, taking advantage of the right (but not the obligation) conferred by an option contract.
exercise (or strike) price. The price specified in the option contract at which either the
buyer of a call can purchase or a buyer of a put can sell the underlying futures contract,
security or commodity during the life of the option.
exotic options. Any of a wide variety of options with nonstandard payout structures, including Asian options and lookback options mostly traded in the over-the-counter
market.
expiration date. The date on which an option contract automatically expires; the last day
an option can be exercised.
ex-pit transactions. See transfer trades and exchange for physical.
extension. A delay in the settlement of an open forward commitment. Extensions are generally effected only with the consent of both parties to the commitment and are usually
accompanied by a payment of consideration. Extensions are not available on futures
contracts.
extrinsic value. See time value.
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F.O.B. (free on board). Indicates that all delivery, inspection, and elevation or loading
costs involved in putting commodities on board a carrier have been paid.
Fannie Mae. See Federal National Mortgage Association.
fast tape. Transactions in the pit or ring can take place in such volume and with such rapidity that price reporters are behind with price quotations. In this case, the term fast is
marked on the price report and a range of prices is shown rather than the specific price
for an individual transaction.
Federal National Mortgage Association (FNMA). A corporation created by Congress to
support the secondary mortgage market. The FNMA purchases mortgages from lenders
and hold those mortgages in its portfolio. It also issues what are known as MortgageBacked Securities (MBS) in exchange for pools of mortgages from lenders. These MBS
provide the lenders with a more liquid asset to hold or sell. Fannie Mae MBS are highly
liquid investments and are traded on Wall Street through securities dealers (defined in
the FASB ASC glossary, as presented in the first section of this glossary).
FIA. See Futures Industry Association.
fictitious trading. Wash trading, bucketing, cross trading, or other schemes, which give
the appearance of trading. Actually, no bona fide, competitive trade has occurred.
fill or kill order. An order that demands immediate execution or cancellation.
financial instruments. As used by the CFTC, this term generally refers to any futures or option contract that is not based on an agricultural commodity or a natural resource. It includes currencies, securities, mortgages, commercial paper, and indexes of various kinds
(defined in the FASB ASC glossary, as presented in the first section of this glossary).
firm account. An account that reflects the proprietary positions of an FCM for investment
or trading purposes.
first notice day. The first day in which notices of intent to deliver the commodity in fulfillment of a given month’s futures contract can be made by the seller to the clearinghouse and by the clearinghouse to a buyer.
fix, fixing. See gold fixing.
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fixed income security. A security that provides a return in the form of fixed periodic payments and return of principal at maturity. Unlike a variable income security, where
payments change based on some underlying measure such as short-term interest rates,
the payments of a fixed income security are known in advance.
floor broker. A member of an exchange who executes orders on the exchange for the account of his or her own organization or for the account of other member organizations
(defined in the FASB ASC glossary, as presented in the first section of this glossary).
floor brokerage. The commission charged by one broker to another for executions of
transactions on exchanges.
floor trader. See local.
FOCUS (Financial and Operational Combined Uniform Single) Report. The uniform
regulatory report (Form X-17A-5) filed periodically by all broker-dealers pursuant to
Rule 17a-5 of the SEC. Pursuant to CFTC Regulation 1.10h, FCMs and IBs who are
also registered as broker-dealers may file this report with the CFTC in lieu of Form 1FR, provided that all information which is required to be furnished on and submitted
with Form 1-FR is included.
force majeure. A clause in a supply contract, which permits either party not to fulfill the
contractual commitments as a result of events beyond their control. These events may
range from strikes to export delays in producing countries.
forced liquidation. The situation in which a customer’s account is liquidated (open positions are offset) by the brokerage firm holding the account, usually after notification
that the account is undercapitalized (margin calls).
foreign exchange (FOREX). Foreign currency. On the foreign exchange market, foreign
currency is bought and sold for immediate or future delivery.
forex dealer member (FDM). FDMs are a kind of FCM that engages in off-exchange foreign currency futures and options contracts (forex) with retail customers. Registered
FCMs and their affiliates are among the entities that may offer such forex contracts to
retail customers.
forward contract. A cash market transaction in which two parties agree to the purchase
and sale of a commodity at some future time under specified conditions. In contrast to
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futures contracts, the terms of forward contracts are not standardized; a forward contract is not transferable and usually can be canceled only with the consent of the other
party, which often must be obtained for consideration and under penalty; and forward
contracts are not traded in federally designated contract markets. Essentially, forward
contract refers to any cash market purchase or sale agreement for which delivery is not
made “on the spot.”
forward contracting. A cash transaction common in many industries, including commodity merchandising, in which a commercial buyer and seller agree upon delivery of a
specified quality and quantity of goods at a specified future date. A price may be agreed
upon in advance, or there may be an agreement that the price will be determined at the
time of delivery.
forward market. Reference made to nonexchange trading of commodities for settlement
at a future date. Contracts of this nature are designed by both the buyer and the seller
as to the delivery time, the amount, and so on.
forward months. Futures contracts, currently trading, calling for later or distant delivery.
See deferred futures.
forward purchase or sale. A purchase or sale between commercial parties of an actual commodity for deferred delivery.
forwardation. See contango.
frontrunning. Taking a futures or option position based upon nonpublic information regarding an impending large transaction by another person in the same or related future
or option in order to obtain a profit when the market adjusts to the price at which the
transaction occurs.
full carrying charge, full carry. See carrying charges.
fully disclosed basis. A clearing arrangement whereby a nonclearing broker introduces a
customer to a clearing broker and the customer’s name and statement are carried by
and disclosed to that clearing broker.
fundamental analysis. Study of basic, underlying factors, which will affect the supply and
demand of the commodity, being traded in futures contracts. See technical analysis.
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fungibility. The characteristic of interchangeability. Futures contracts for the same commodity and delivery month are fungible due to their standardized specifications for
quality, quantity, delivery date, and delivery locations.
futures commission merchant (FCM). An individual or firm, registered with the CFTC,
that solicits or accepts orders for trading in commodity futures and options on futures
and who accepts payment from or extends credit to those whose orders are accepted.
futures contract. An agreement to make or take delivery of a standardized amount of a
commodity, of standardized minimum-quality grades, during a specific month under
terms and conditions established by the federally designated contract market upon
which trading is conducted, at a price established in the trading pit. The contract may
be satisfied by delivery or offset. Note that certain futures are settled in cash (defined in
the FASB ASC glossary, as presented in the first section of this glossary).
Futures Industry Association (FIA). A membership organization for FCMs, which,
among other activities, offers education courses on the futures markets, disburses information, and lobbies on behalf of its members.
futures price. (1) Commonly held to mean the price of a commodity for future delivery
that is traded on a futures exchange. (2) The price of any futures contract.
futures-equivalent. A term frequently used with reference to speculative position limits for
options on futures contracts. The futures equivalent of an option position is the number of options multiplied by the previous day’s risk factor or delta for the option series.
For example, 10 deep out-of-the-money options with a risk factor of 0.20 would be
considered 2 futures-equivalent contracts. The delta or risk factor used for this purpose
is the same as that used in delta-based margining and risk analysis systems.
GPS. Give-up payment system.
GNMA (The Government National Mortgage Association). A government agency
within the Department of Housing and Urban Development that, among other things,
guarantees payment on mortgage-backed securities (MBS) See Ginnie Mae securities
(defined in the FASB ASC glossary, as presented in the first section of this glossary).
Ginnie Mae securities. The only mortgage backed security (MBS) to carry the full faith
and credit guaranty of the United States government, which means that even in difficult times an investment in Ginnie Mae MBS is one of the safest an investor can make.
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give up. A contract executed by one FCM for the client of another FCM that the client orders to be turned over to the second FCM. The FCM accepting the order from the customer collects a fee from the carrying FCM for the use of the facilities. Often used to
consolidate many small orders or to disperse large ones.
GLOBEX. An international electronic trading system for futures and options that allows
participating exchanges to list their products for trading after the close of the exchanges’ open outcry trading hours. Developed by Reuters Limited for use by the
Chicago Mercantile Exchange (CME), for certain CME contracts.
gold fixing (gold fix). The setting of the gold price at 10:30 A.M. (first fixing) and 3:00
P.M. (second fixing) in London by five representatives of the London Gold Market. See
London Gold Market.
good this week order (GTW). Order that is valid only for the week in which it is placed.
good ’til canceled order (GTC). Order that is valid at any time during market hours until
executed or canceled. See open order.
grades. Various qualities of a commodity.
grading certificates. A formal document setting forth the quality of a commodity as determined by authorized inspectors or graders.
grantor. The maker, writer, or issuer of an option contract who, in return for the premium
paid for the option, stands ready to purchase the underlying commodity (or futures
contract) in the case of a put option or to sell the underlying commodity (or futures
contract) in the case of a call option.
gross processing margin (GPM). Refers to the difference between the cost of a commodity and the combined sales income of the finished products, that result from processing
the commodity. Various industries have formulas to express the relationship of raw material costs to sales income from finished products.
guaranteed introducing broker. An IB that has entered into a guarantee agreement with
an FCM, whereby the FCM agrees to be jointly and severally liable for all of the IB’s
obligations under the CEAct, including trade practice compliance. By entering into the
agreement, the IB is relieved from the necessity of raising its own capital to satisfy minimum financial requirements. In contrast, an independent IB must raise its own capital
and meet minimum financial requirements.
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haircut. In computing the value of assets for purposes of capital, segregation, or margin requirements, a percentage reduction from the stated value (for example, book value or
market value) to account for possible declines in value that may occur before assets can
be liquidated. These deductions are not entered on the books.
half-turn. A transaction involving the purchase or sale as either an opening or closing
transaction of a commodity futures contract, also called per side basis. See round turn
(defined in the FASB ASC glossary, as presented in the first section of this glossary).
hedge exemption. An exemption from speculative position limits for bona fide hedgers
and certain other persons who meet the requirements of exchange and CFTC
regulations.
hedging. The initiation of a position intended to reduce risk. Taking a position in the futures market opposite to a position held in the cash market to minimize the risk of financial loss from an adverse price change. For example, the sale of futures contracts in
anticipation of future sales of cash commodities as a protection against possible price
declines; or the purchase of futures contracts in anticipation of future purchases of cash
commodities as a protection against the possibility of increasing costs.
house margin. Refers to the margin required by an FCM, which must equal or exceed the
minimum requirements established by exchanges.
house rules. Rules promulgated by the FCM. Usually refers to the maintenance margin required by the FCM over and above the requirements of the regulatory bodies.
hybrid instruments. Financial instruments that possess, in varying combinations, characteristics of forward contracts, futures contracts, option contracts, debt instruments,
bank depository interests, and other interests. Certain hybrid instruments are exempt
from CFTC regulation. See CFTC Regulation 34.1b (defined in the FASB ASC glossary, as presented in the first section of this glossary).
IB. See introducing broker.
independent IB. An IB whose obligations are not guaranteed by an FCM in accordance
with CFTC Regulation 1.10j.
index arbitrage. The simultaneous purchase (sale) of stock index futures and the sale (purchase) of some or all of the component stocks that make up the particular stock index

472

to profit from sufficiently large intermarket spreads between the futures contract and
the index itself.
index option. A call or put option based on a stock market index.
initial deposit. See initial margin.
initial margin. Customers’ funds put up as security for a guarantee of contract fulfillment
at the time a futures market position is established. See original margin.
intercommodity spread. A spread in which the long and short legs are in two different but
generally related commodity markets. Also called an intermarket spread. See spread.
interest rate futures. Futures contracts traded on fixed income securities such as GNMAs,
U.S. Treasury issues, or CDs. Currency is excluded from this category, even though interest rates are a factor in currency values.
international commodities clearinghouse (ICCH). An independent organization that
serves as a clearinghouse for most futures markets in London, Bermuda, Singapore,
Australia, and New Zealand.
in-the-money. A term used to describe an option contract that has a positive value if exercised. A call with a strike price of $390 on gold trading at $400 is in-the-money $10.
See intrinsic value.
intraday variation margin call. An exchange clearing organization’s call to a clearing member for additional margin deposits while trading is in progress based on the clearing organization’s estimate of the clearing member’s net variation settlement due to the
clearing organization at the close of the trading day. Intraday variation margin calls are
usually payable to the clearing organization within the hour.
intrinsic value. A measure of the value of an option or a warrant if immediately exercised.
The amount by which the current futures price for a commodity is above the strike
price of a call option or below the strike price of a put option for the commodity (defined in the FASB ASC glossary, as presented in the first section of this glossary).
introducing broker (IB). Any person (other than a person registered as an associated person of an FCM) who is engaged in soliciting or in accepting orders for the purchase or
sale of any commodity for future delivery on an exchange who does not accept any
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money, securities, or property to margin, guarantee, or secure any trades or contracts
that result therefrom. An independent IB is an IB whose obligations are not guaranteed
by an FCM in accordance with CFTC Regulation 1.10j. A guaranteed IB is an IB operating pursuant to a guarantee agreement with an FCM (see CFTC regulation 1.10j
for the requirements of such a guarantee agreement). The guaranteeing FCM also is responsible for regulatory compliance of the guaranteed IB’s trade practices.
inverted market. Futures market, in which the nearer months are selling at premiums over
the more distant months; characteristically, a market in which supplies are currently in
shortage.
invisible supply. Uncounted stocks of a commodity in the hands of wholesalers, manufacturers, and producers that cannot be identified accurately; stocks outside commercial
channels but theoretically available to the market.
ISDA (The International Swaps and Derivatives Association, Inc.). A New York-based
group of major international swap dealers, which has published the Code of Standard
Wording, Assumptions and Provisions for Swaps, or Swaps Code, for U.S. dollar interest-rate swaps as well as standard master interest rate and interest and currency swap
agreements and definitions for use in connection with the creation and trading of
swaps. (Formerly called the International Swap Dealers Association.)
joint account. An account in which two or more persons have an interest.
kerb trading or dealing. See curb trading.
large order execution (LOX) procedures. Rules in place at the CME that authorize a
member firm that receives a large order from an initiating party to solicit counterparty
interest off the exchange floor prior to open execution of the order in the pit and that
provide for special surveillance procedures. The parties determine a maximum quantity
and an intended execution price; subsequently, the initiating party’s order quantity is
exposed to the pit; any bids (or offers) up to and including those at the intended execution price are hit (acceptable). The unexecuted balance is then crossed with the contraside trader found using the LOX procedures.
large traders. Someone who holds or controls a position in any one future or in any one
option expiration series of a commodity on any one contract market equaling or exceeding the exchange or CFTC-specified reporting level.
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last notice day. The final day on which notices of intent to deliver on futures contracts
may be issued.
last trading day. The day on which trading ceases for the maturing (current) delivery
month.
leaps. Long-dated, exchange-traded options.
letter of credit. An unqualified commitment issued by banks or trust companies to pay a
specified sum of money immediately upon demand at any time prior to the expiration
of the letter of credit. Commonly used by FCMs to satisfy margin requirements at the
options clearing corporation or commodity clearing organizations.
leverage contract. A contract, standardized as to terms and conditions, for the long-term
(10 years or longer) purchase (long leverage contract) or sale (short leverage contract)
by a leverage customer of leverage commodity which provides for the following:
a. Participation by the leverage transaction merchant as a principal in each leverage
transaction
b. Initial and maintenance margin payments by the leverage customer
c. Periodic payment by the leverage customer or accrual by the leverage transaction
merchant to the leverage customer of a variable carrying charge or fee on the initial
value of the contract plus any margin deposits made by the leverage customer in
connection with a short leverage contract
d. Delivery of a commodity in an amount and form which can be readily purchased
and sold in normal commercial or retail channels
e. Delivery of the leverage commodity after satisfaction of the balance due on the
contract
f. Determination of the contract purchase and repurchase, or sale and resale, prices by
the leverage transaction merchant.
leverage dealer. See leverage transaction merchant.
leverage transaction merchant (LTM). Any individual, association, partnership, corporation, or trust that is engaged in the business of offering to enter into, entering into, or
confirming the execution of leverage contracts, or soliciting or accepting orders for
leverage contracts, and who accepts leverage customer funds or extends credit in lieu of
those funds.
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licensed warehouse. A warehouse approved by an exchange from which a commodity may
be delivered on a futures contract. See regular warehouse.
life of contract. Period between the beginning of trading in a particular future and the expiration of trading in the delivery month.
limit (up or down). The maximum price advance or decline from the previous day’s settlement price permitted during one trading session, as fixed by the rules of an exchange. See daily price limits.
limit move. A price that has advanced or declined the permissible limit during one trading
session, as fixed by the rules of a contract market.
limit only. The definite price stated by a customer to a broker restricting the execution of
an order to buy for not more than, or to sell for not less than, the stated price.
limit order. An order to buy or sell a commodity contract at a price specified by the customer or at a better price, if such price can be obtained. Also called a limited order or
limited price order.
limits. See price limits, variable price limits, position limit.
liquid market. A market in which selling and buying can be accomplished with ease, as a
result of the presence of a large number of interested buyers and sellers willing and able
to trade substantial quantities at small price differences.
liquidation. See cover.
loan program. Primary means of government agricultural price-support operations, in
which the government lends money to farmers at preannounced rates with the farmers’
crops used as collateral. Default on the loans is the primary method by which the government acquires stocks of agricultural commodities.
local. A term commonly used to describe exchange members who trade for their own account and whose activities provide market liquidity. See floor trader.
locked-in. A hedged position that cannot be lifted without offsetting both sides of the
hedge (spread). See hedging. Also refers to being caught in a limit price move.
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London Gold Market. Refers to the five dealers (as of June 2008) who set (fix) the gold
price in London: (1) The Bank of Nova Scotia–ScotiaMocatta, (2) Barclays Bank PLC,
(3) Deutsche Bank AG, (4) HSBC Bank USA NA (London Branch), and (5) Société
Générale. See www.lbma.org.uk/assocn/mktmembs for a current list of market making
members.
London option. A generic term sometimes used to describe options on physical commodities or on futures contracts traded abroad (typified by options on London commodity markets). These options, which often had nothing whatsoever to do with
legitimate foreign markets, gained notoriety prior to their ban in the United States in
1978 because of the sales practices and fraud allegations associated with the American
dealers who sold them.
long. As a noun, one who has bought futures contracts or the cash commodity (depending
upon the market under discussion) and has not yet offset that position. As a verb
(going long), the action of taking a position in which one has bought futures contracts,
options contracts, or the cash commodity without taking the offsetting action.
long hedge. Purchase of futures against the fixed price forward sale of a cash commodity.
lookback option. An option whose payoff depends on the minimum or maximum price of
the underlying asset during some portion of the life of the option.
maintenance margin. See margin.
managed account. See controlled account and discretionary account.
margin. The amount of money or collateral deposited by a customer with his broker, by a
broker with a clearing member, or by a clearing member with a clearing organization.
The margin is not partial payment on a purchase. Also called performance bond. (1) Initial margin is the amount of margin required by the broker when a futures position is
opened; (2) Maintenance margin is an amount that must be maintained on deposit at
all times. If the equity in a customer’s account drops to or below the level of maintenance margin because of adverse price movement, the broker must issue a margin call
to restore the customer’s equity to the initial level. See variation margin. Exchanges
specify levels of initial margin and maintenance margin for each futures contract, but
FCMs may require their customers to post margin at higher levels than those specified
by the exchange. Futures margin is determined by the SPAN margining system, which
takes into account all positions in a customer’s portfolio.
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margin call. A request for additional margin.
margin department. A division of an FCM’s operations department. Its function includes
keeping an up-to-date record of each customer’s purchases and sales and carefully monitoring the extensions of credit to customers.
mark-to-market accounting. The method that adjusts the carrying value of futures and
forward contracts for changes in market prices, and recognizes unrealized gains and
losses on transactions on that basis.
market correction. In technical analysis, a small reversal in prices following a significant
trending period.
market maker. A professional securities dealer who has an obligation to buy if there is an
excess of sell orders and to sell if there is an excess of buy orders. By maintaining an offering price sufficiently higher than their buying price, these firms are compensated for
the risk involved in allowing their inventory of securities to act as a buffer against temporary order imbalances. In the commodities industry, this term is sometimes loosely
used to refer to a floor trader or local who, in speculating for his own account, provides
a market for commercial users of the market.
market order. An order to buy or sell futures contracts at the most favorable price and as
soon as possible, in contrast to a limit order, which may specify requirements for a price
or time of execution. See also limit order.
market-if-touched (MIT) order. An order that becomes a market order if a particular
price is reached. A sell MIT is placed above the market; a buy MIT is placed below the
market. Also referred to as a board order.
market-on-close. An order to buy or sell at the end of the trading session at a price within
the closing range of prices. See stop-close-only order.
market-on-opening. An order to buy or sell at the beginning of the trading session at a
price within the opening range of prices.
mark-to-market. Daily cash flow system used by U.S. clearing organizations to maintain a
minimum level of margin equity for a given futures or option contract position by calculating the gain or loss in each contract position resulting from changes in the price of
the futures or option contracts at the end of each trading day. See also mark-to market
accounting.
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Material Affiliated Person (MAP). The determination of whether an affiliated person of
an FCM is a MAP involves consideration of all aspects of the activities of, and the relationship between, both entities, including the factors enumerated in CFTC Regulation
1.14a-2.
maturity. Period within which a futures contract can be settled by delivery of the actual
commodity; the period between the first notice day and the last trading day of a commodity futures contract.
maximum price fluctuation. See limit (up or down).
member rate. The commission charged for the execution of an order for a person who is a
member of the exchange.
memorandum records. Used to record transactions before entering them on the general
ledger, such as forward transactions and cash commodities and currencies, which are
booked on settlement date.
mini. Refers to a futures contract that has a smaller contract size than an otherwise identical futures contract
minimum price contract. A hybrid commercial forward contract for agricultural products, which includes a provision guaranteeing the person making delivery a minimum
price for the product. For agricultural commodities, these contracts became much
more common with the introduction of exchange-traded options on futures contracts,
which permit buyers to hedge the price risks associated with such contracts.
minimum price fluctuation. Smallest increment of price movement possible in trading a
given contract.
momentum. In technical analysis, the relative change in price over a specific time interval.
Often equated with speed or velocity and considered in terms of relative strength.
money market. Short-term debt instruments.
naked call. See naked option.
naked option. The sale of a call or put option without holding an offsetting position in the
underlying commodity.
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naked put. See naked option.
National Futures Association (NFA). An SRO whose members include FCMs, CPOs,
CTAs, IBs, commodity exchanges, commercial firms, and banks, that is responsible—
under CFTC oversight—for certain aspects of the regulation of FCMs, CPOs, CTAs,
IBs, and their AP, focusing primarily on the qualifications and proficiency, financial
condition, retail sales practices, and business conduct of these futures professionals. NFA also performs arbitration and dispute resolution functions for industry
participants.
nearby delivery month. The month of the futures contract closest to maturity.
nearbys. The nearest delivery months of a commodity futures market.
negative carry. The net cost of financing a financial instrument when, the cost (the shortterm rate of interest) is above the current return of the financial instrument. See carrying charges and positive carry.
net asset value (NAV). Refers to both the total value (assets minus liabilities) and the value
of each unit of participation in a commodity pool.
net liq (net liquidating equity). The net worth in an account carried by an FCM, computed by adding the ledger balances and open trade equity (unrealized gains and losses
on open futures contracts and options) of an account assuming it were liquidated at
current prices. (See equity)
net position. The difference between the open long contracts and the open short contracts
held by a trader in any one commodity.
NFA. See National Futures Association.
nominal price. Declared price for a futures month, which is sometimes used in place of a
closing price if no recent trading has taken place in that particular delivery month; usually an average of the bid and asked prices.
noncustomer. An account classification used in the determination of the minimum
financial requirement and defined in CFTC regulation 1.17b-4. A person whose account may not be carried as a customer account by an FCM. This is generally because
such a noncustomer has an affiliation of some kind with the carrying FCM, such as a
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corporate affiliation or acting as an officer or other key employee of the FCM. Customer accounts and the assets carried in those accounts are segregated by an FCM. In
the bankruptcy of an FCM, the segregated amounts owed to the FCM’s customers get
a priority treatment over amounts owed to other creditors. The accounts and assets of
noncustomers are treated as general creditors of the FCM in an FCM bankruptcy.
nonmember traders. Speculators and hedgers who trade on the exchange through a member but do not hold exchange memberships.
nonregulated accounts. Those accounts of an FCM that contain transactions other than
in commodities regulated under the CEAct.
notice day. See first notice day.
notice of intention to deliver. A notice that must be presented by the seller of a futures
contract to the clearinghouse. The clearinghouse then assigns the notice and the subsequent delivery instrument to the longest standing buyer on record.
notional amount. The standard, stated size of a commodity contract. Also called the face
amount, the notional principal amount, the contract amount, and the reference
amount (defined in the FASB ASC glossary, as presented in the first section of this
glossary).
offer. The lowest price at which a seller is willing to sell a commodity contract.
offset. The liquidation of a purchase of futures through the sale of an equal number of
contracts of the same delivery month, or the covering of a short sale of futures contracts
through the purchase of an equal number of contracts of the same delivery month. Either action transfers the obligation to make or take delivery of the underlying commodity or cash settlement to another principal.
omnibus account. An account carried by one FCM (the carrying FCM) for another FCM
(the originating FCM), in which the transactions of two or more persons, who are customers of the originating FCM, are combined and carried by the carrying FCM. Omnibus account titles must clearly show that the funds and trades therein belong to
customers of the originating FCM. An originating broker must use an omnibus account to execute or clear trades for customers at a particular exchange where it does not
have trading or clearing privileges.
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on track (or track country station). (1) A type of deferred delivery in which the price is set
F.O.B. seller’s location, and the buyer agrees to pay freight costs to his destination; (2)
commodities loaded in railroad cars on tracks.
one line net capital consolidation method. Refers to the inclusion of a subsidiary or guaranteed entity as a single amount in the computation of regulatory adjusted net capital.
In the case of a guaranteed affiliate for which flow-through net capital benefits are
claimed or a charge is required, such capital benefit or capital charge would be reflected
as a single line item in the computation of adjusted net capital.
open contracts. Futures contracts that have not been offset by the purchase or sale of equal
and opposite contracts or fulfilled by delivery.
open interest. The total number of futures contracts of a given commodity on an exchange
that have been neither offset by opposite futures transactions nor fulfilled by delivery of
the commodity; the total number of open transactions. Each open transaction has a
buyer and a seller, but for calculation of open interest, only one side of the contract is
counted. Also called open contracts or open commitments.
open order (or orders). An order that remains in force until it is canceled or until the futures contract expires. See good ’til canceled orders and good this week orders.
open outcry. A method of public auction, common to most U.S. commodity exchanges,
where trading occurs on a trading floor and traders may bid and offer simultaneously
either for their own accounts or for the accounts of customers. Transactions may take
place simultaneously at different places in the trading pit or ring. At most exchanges
outside the US, open outcry has been replaced by electronic trading platforms. See
specialist system.
open trade equity. Consists of unrealized gains and losses on open futures contracts.
opening price (or range). The price (or price range) recorded during the period designated
by the exchange as the official opening.
opening. The period at the beginning of the trading session officially designated by the exchange during which all transactions are considered made at the opening.
option (on futures contracts). A unilateral contract that gives the buyer the right and the
writer the obligation to assume a futures contract for a fixed price at any time during a
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specified period. Like futures, options are contracts involving a buyer and a seller.
These contracts are traded on an exchange or board of trade registered with the CFTC.
American style option is an option that can be exercised at any time prior to maturity.
European style option is an option, which can be executed only at maturity. See also call
option, put option, and spread.
option (on physical commodity). Generally, options written by dealers giving the holder
the right to acquire or sell a physical commodity at a specific price during a specified
period. See also call option, put option, and spread.
option buyer. The person who purchases (pays a premium for) calls, puts, or any combination of calls and puts.
option grantor. The person who originates an option contract by promising to perform a
certain obligation in return for the price of the option. Also called option writer.
original margin. Term applied to the initial deposit of margin money that each clearing
member firm is required to make according to clearinghouse rules based upon positions carried. It is determined separately for customer and proprietary positions; similar in concept to the initial margin or security deposit required of customers by
exchange regulations. See initial margin.
out trade. A trade that cannot be cleared by a clearinghouse because the trade data submitted by the two clearing members involved in the trade differs in some respect (for
example, in price and/or quantity). In such cases, the two clearing members or brokers
involved must reconcile the discrepancy, if possible, and resubmit the trade for clearing.
If an agreement cannot be reached, an appropriate exchange committee would settle
the dispute.
out-of-the-money. A term used to describe an option that has no intrinsic value. For example, a call at $400 on gold trading at $390 is out-of-the-money 10 dollars.
overbought. A technical opinion that the market price has risen too steeply and too
quickly in relation to underlying fundamental factors. Rank and file traders who were
bullish and long have turned bearish.
overnight trade. A trade that is not liquidated on the same trading day on which it was
established.
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oversold. A technical opinion that the market price has declined too steeply and too
quickly in relation to underlying fundamental factors. Rank and file traders who were
bearish and short have turned bullish.
over-the-counter (OTC). The trading of commodities, contracts, or other instruments
not listed on any exchange. OTC transactions can occur electronically or over the telephone. Also referred to as off-exchange.
pair-off. See close out.
paper profit or loss. The profit or loss that would be realized if open contracts were liquidated as of a certain time or a certain price.
par. (1) Refers to the standard delivery point(s) and/or quality of a commodity that is deliverable on a futures contract at contract price and serves as a benchmark upon which
to base discounts or premiums for varying quality and delivery locations. (2) In bond
markets, an index (usually 100) representing the face value of a bond.
pay/collect. A shorthand method referring to the payment of a loss (pay) and receipt of a
gain (collect) by a clearing member to or from a clearing organization that occurs after
a futures position has been marked-to-market. See variation margin.
payment-in-kind. Refers to an alternative to cash payments to producers of various commodities under the U.S. Department of Agriculture acreage control program authorized by Congress in 1985. The payments consisted of generic certificates, which could
be exchanged for commodities held in government warehouses or redeemed for equivalent monetary value. Also may refer to other in-kind payments, such as paying interest on securities by issuing similar securities.
pegged price. The price at which a commodity has been fixed by agreement.
pegging. Effecting commodity transactions to prevent a decline in the price of the commodity so that previously written put options will expire worthless, thus protecting
premiums previously received.
physicals (physical transaction). See spot.
pit. A specially constructed arena on the trading floor of some exchanges where open outcry trading in a futures contract is conducted. On other exchanges, the term ring
designates the trading area for a commodity.
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pit brokers. See floor broker.
point. A measure of price change equal to one one-hundredth of one cent in most futures
traded in decimal units. In financial instrument contracts, it is one percent of principal
value of a note or other debt instrument; in grains it is one-tenth of one cent. Also
called a tick.
point balance. A daily summary by commodity for exchange-traded futures and options
contracts that contains all open long and short positions and the original transaction
price valued at the closing settlement prices. Separate summaries are prepared for customer transactions and proprietary and noncustomer transactions.
pork bellies. One of the major cuts of the hog carcass that, when cured, becomes bacon.
portfolio insurance. A trading strategy that attempts to alter the nature of price changes in
a portfolio to substantially reduce the likelihood of returns below some predetermined
level for an established period of time. This can be achieved by moving assets among
stocks, cash, and fixed-income securities or, with the advent of stock index futures contracts, by hedging a stock-only portfolio by selling stock index futures in a declining
market or purchasing futures in a rising market. The objective is to create an exposure
similar to that of a stock portfolio with a protective purchased put option.
position. A market commitment. A buyer of futures contracts has a long position and,
conversely, a seller of futures contracts has a short position.
position limit. The maximum number of futures contracts or options, either net long or
net short, in one commodity that may be held or controlled by one person at any point
as determined by the CFTC and/or by the exchange where the contract is traded.
position trader. A trader who either buys or sells contracts and holds them for an extended
period of time, as distinguished from the day trader, who will normally initiate and
offset the position within a single trading session.
positive carry. The net cost of financing a financial instrument when the cost (the shortterm rate of interest) is less than the current return of the financial instrument. See also
carrying charges and negative carry.
posted price. An announced or advertised price indicating what a firm will pay for a commodity or the price at which the firm will sell it.
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prearranged trading. Trading between brokers in accordance with an expressed or implied
agreement or understanding, which is a violation of the CEAct and CFTC regulations.
premium. (1) The additional payment allowed by exchange regulations for the delivery of
higher-than-required standards or grades of a commodity against a futures contract. (2)
Refers to a futures delivery month selling at a higher price than another, as July is at a
premium over May. (3) The price of an option agreed upon by the buyer and seller
through their representatives on the floor of an exchange. The premium is paid by a
buyer to a seller (writer) and is quoted on a per-share or unit basis. (4) In financial instruments a dollar amount by which a security trades above its principal value (defined
in the FASB ASC glossary, as presented in the first section of this glossary).
price basing. A situation in which producers, processors, merchants, or consumers of a
commodity establish commercial transaction prices based on the futures prices for
that or a related commodity (for example, an offer to sell corn at five cents over the December futures price). This phenomenon is commonly observed in grain and metal
markets.
price discovery. The process of determining the price level for a commodity based on supply and demand factors.
price interest point (PIP). The smallest increment that a particular currency pair can
move. It is the last decimal of a foreign exchange rate
price later contract. A spot or forward contract that fixes the price after the physical delivery of the commodity. The seller generally sets the price based on a formula relationship to a current quoted market price.
price limits. The maximum price advance or decline from the previous day’s settlement
price permitted for a contract in one trading session by the rules of the exchange. Also
referred to as limit (up or down). See also variable price limit.
price manipulation. Any planned operation, transaction, or practice calculated to cause or
maintain an artificial price.
price movement limit. See limit (up or down).
price variation risk. The risk associated with the movement in the prices underlying commodity transactions. The specific definition of price depends on the particular kind of
commodity involved in the contract. For example, if the commodity is a financial
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instrument, the factor of interest is the risk associated with changes in the interest-rate
relationships.
primary market. (1) For producers, their major purchaser of commodities. (2) In commercial marketing channels, an important center at which spot commodities are concentrated for shipment to terminal markets. (3) To processors, the market that is the
major supplier of their commodity needs.
prime broker. Acts as the settlement agent, facilitating the settlement of cash transactions;
provides custody of assets; provides financing for leverage; and provides detailed daily
accounting information. May also provide other ancillary services such as introductions to other service providers and to potential investors.
principal securities. A book-entry system operated by the Federal Reserve Bank permitting separate trading and ownership of the principal and coupon portions of selected
U.S. Treasury securities. It allows the creation of zero-coupon U.S. Treasury securities
from designated whole bonds.
principals’ market. A market wherein the ring dealing members act as principals for the
transactions they conclude across the ring and with their clients.
program trading. The purchase (or sale) of a large number of stocks contained in or comprising a portfolio. Originally, program trading referred to large-scale buying or selling
campaigns or programs by index funds or other institutional investors to invest in a
manner that replicated a target stock index. Now, however, the term also commonly includes computer-aided stock market buying or selling programs, portfolio insurance,
and index arbitrage.
prompt date. The date on which the buyer of an option will buy or sell the underlying
commodity (or futures contract) if the option is exercised. Generally applies to foreign
forward, futures, or options contracts.
proprietary accounts. With respect to minimum financial rules, a commodity futures or
options account carried on the books of an FCM for itself or, if the FCM is a partnership, for a general partner of the FCM. See CFTC Regulation 1.3y for general definition; see CFTC Regulation 1.17b-3 for definition for minimum financial requirement
purposes. For CFTC segregation regulations, the definition is expanded to include
specified management, employees, or affiliates of the FCM.
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public elevators. Grain elevators in which bulk storage of grain is provided for the public
for a fee. Grain of the same grade but owned by different persons is usually mixed or
commingled as opposed to storing it identity preserved. Some elevators are approved by
exchanges as regular for delivery on futures contracts.
public. In trade parlance, nonprofessional speculators as distinguished from hedgers and
professional speculators or traders.
P&S (purchase and sale statement). A statement sent by an FCM to a customer when any
part of a futures position is offset, showing the number of contracts involved, the prices
at which the contracts were bought or sold, the gross profit or loss, the commission
charges, the net profit or loss on the transactions, and the balance. FCMs also send
P&S statements whenever any other event occurs that alters the account balance including when the customer deposits or withdraws margin and when the FCM places
excess margin in interest bearing instruments for the customer’s benefit
put option (puts). An option to sell a specified amount of a commodity at an agreed price
and time at any time until the expiration of the option. The buyer pays a premium to
the seller or grantor of this option. The buyer has the right to sell the commodity or
enter into a short position in the futures market if the option is exercised. See also call
option, American option, and European option.
puts. Option contracts that give the holder the right, but not the obligation to sell a specified quantity of a particular commodity or other interest at a given price (the strike
price) prior to or on a future date. Also called put option, they will have a higher
(lower) value the lower (higher) the current market value of the underlying article is relative to the strike price.
pyramiding. The use of profits on existing positions as margin to increase the size of the
position, normally in successively smaller increments.
quick order. See fill or kill order.
quotation. The actual price or the bid or ask price of either cash commodities or futures
contracts.
rally. An upward movement of prices. Same as recovery.
range. The difference between the highest and lowest prices recorded during a given trading session, week, month, year, and so on.
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regular warehouse. A processing plant or warehouse that satisfies exchange requirements
for financing, facilities, capacity, and location and has been approved as acceptable for
delivery of commodities against futures contracts. See licensed warehouse.
regulated accounts. Those accounts of an FCM that contain transactions in commodities
identified as regulated under the CEAct.
reparations. An administrative grievance procedure created by the CEAct to provide for
the litigation of monetary claims involving parties registered with the CFTC for violation of the CEAct.
replicating portfolio. A portfolio of assets for which changes in value match those of a target asset. For example, a portfolio replicating a standard option can be constructed
with certain amounts of the asset underlying the option and bonds. Sometimes referred
to as a synthetic asset.
reporting limit, reportable position. The number of positions, set by the CFTC and/or
the exchanges, over which the size of one’s position must be reported daily, by commodity and delivery month, including whether the position is controlled by a commercial or noncommercial trader.
repurchase agreements (repo). The sale of a security at a specified price with a simultaneous agreement to repurchase the security, usually at a specified price on a specified future date. An agreed-upon interest rate is accrued by the seller/repurchaser over the life
of the contract. For financial reporting purposes, the agreement is generally treated as a
financing transaction with the amount of the repurchase agreement reflected as a liability (defined in the FASB ASC glossary, as presented in the first section of this glossary).
resistance. In technical trading, a price area where new selling will emerge to dampen a
continued rise. Also see support.
resting order. An order to buy at a price below or to sell at a price above the prevailing
market that is being held by a floor broker. Such orders may either be day orders or
open orders.
retender. The right of holders of futures contracts who have been tendered a delivery notice through the clearinghouse to offer the notice for sale on the open market, liquidating their obligation to take delivery under the contract; applicable only to certain
commodities and only within a specified period of time.
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retracement. A reversal within a major price trend.
reversal. A change of direction in prices.
reverse repurchase agreements (reverse repo). An agreement whereby the purchaser of securities agrees to resell the securities within a specified time period at a specified price.
See repurchase agreement (defined in the FASB ASC glossary, as presented in the first
section of this glossary).
ring. A circular area on the trading floor of an exchange where traders and brokers stand
while executing futures trades. Some exchanges use pits rather than rings. See pit.
risk disclosure statement. A statement that an FCM gives to a potential customer before
opening an account on behalf of the customer. It describes many of the risks associated
with trading commodity futures or options contracts.
risk factor. See delta value.
rolling forward. See switch.
rollover. A trading procedure involving the shift of one month into another future month.
The term also applies to lifting a futures position in one month and reestablishing it in
a more deferred delivery month.
round lot. A quantity of a commodity equal in size to the corresponding futures contract
for the commodity. See even lot.
round turn. A purchase and a subsequent sale, or a sale and a subsequent purchase, of a
commodity futures contract. Commissions are usually charged to the customer’s account on a round-turn basis (defined in the FASB ASC glossary, as presented in the
first section of this glossary).
rules. The principles for governing an exchange. In some exchanges, rules are adopted by a
vote of the membership, while the governing board can impose regulations.
sample grade. In commodities, usually the highest quality of a commodity that is too low
to be acceptable for delivery in satisfaction of futures contract. See contract grades.
satisfactory subordination agreement. A loan agreement in which the FCM or IB has received either cash or a promissory note secured by marketable collateral, usually liquid
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securities. (See secured demand note.) In order to exclude liabilities in computing minimum capital requirements, as required by CFTC Regulation 1.17, Minimum financial
requirements for futures commission merchants and introducing brokers, such liabilities
must be covered by subordination agreements that satisfy the requirements of Regulation 1.17h.
scalper. A speculator on the trading floor of an exchange who buys and sells rapidly, with
small profits or losses, holding his positions for only a short time during a trading session. Typically, a scalper will stand ready to buy at a fraction below the last transaction
price and to sell at a fraction above, thus creating market liquidity.
scalping. The practice of trading in and out of the market on very small price fluctuations.
A person who engages in this practice is known as a scalper.
seat. Popular name for a membership on an exchange.
secured demand note. A promissory note secured by marketable collateral, usually liquid
securities.
Securities and Exchange Commission (SEC). An agency established by Congress to administer federal securities laws.
security deposit. See margin.
security future. A contract for the sale or future delivery of a single security or of a narrowbased security index.
security futures product. A security future or any put, call, straddle, option, or privilege
on any security future.
segregated accounts. As used in this practice aid, refers to both the segregation requirements for trading on U.S. exchanges (section 4(d) 2 of the CEAct) and the Part 30 requirements for U.S. customers trading on foreign boards of trade.
self-regulatory organization (SRO). A contract market or registered futures association
that the FCM belongs to. See designated self-regulated organization.
seller’s call. See call.
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seller’s market. A condition of the market in which there is a scarcity of goods available
and hence sellers can obtain better conditions of sale or higher prices.
seller’s option. The right of a seller to select, within the limits prescribed by a contract, the
quality of the commodity delivered and the time and place of delivery.
selling hedge (or short hedge). Selling futures contracts to protect against possible decreased prices of commodities which will be sold in the future. See also hedging.
series (of options). Options of the same type (that is, either puts or calls, but not both),
covering the same underlying futures contract or physical commodity, having the same
strike price and expiration date.
settlement date. The date on which commodity transactions are to be settled by the
delivery or receipt of commodities and the receipt or payment of cash. See trade
(transaction) date.
settlement price. The daily price at which the clearinghouse clears all trades and settles all
accounts between clearing members for each contract month. It is established by a
commodity exchange at the close of each trading session as the official price to be used
in determining net gains or losses, margin requirements, and the next day’s price limits.
The term settlement price is also often used as an approximate equivalent to the term
closing price. The close in futures trading refers to a very brief period of time at the end
of the trading day when transactions frequently take place quickly and at a range of
prices immediately before the bell. Therefore, frequently there is no one closing price,
but a range of closing prices. The settlement price is the closing price if there is only
one closing price. If there is a closing range, it is as near to the midpoint of the closing
range as possible, consistent with the contract’s price increments. Thus, the settlement
price can be used to provide a single reference point for determining the unrealized
gain or loss on open futures positions and for determining the daily variation margin
exchanged between an FCM and an exchange clearinghouse.
settlement. The act of fulfilling the delivery requirements of the futures contract.
shipping certificate. A negotiable instrument used by several futures exchanges as the futures delivery instrument for several commodities (for example, soybean meal, plywood, and white wheat). The shipping certificate is issued by exchange-approved
facilities and represents a commitment by the facility to deliver the commodity to the
holder of the certificate under the terms specified therein. Unlike an issuer of a warehouse receipt who has physical product in store, the issuer of a shipping certificate
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may honor its obligation from current production or through-put as well as from
inventories.
shock absorber. A temporary restriction in the trading of stock index futures that becomes
effective following a significant intraday decrease in stock index futures prices. Designed to provide an adjustment period to digest new market information, the restriction bars trading below a specified price level. Shock absorbers are generally
market-specific and at tighter levels than circuit breakers.
short. (1) The selling side of an open futures or option or cash commodity contract. (2) A
trader whose net position in the futures or cash market shows an excess of open sales
over open purchases.
short covering. See cover.
short hedge. See selling hedge.
short selling. Selling a futures contract with the idea of delivering on it or offsetting it at a
later date.
short squeeze. See squeeze.
single stock future. A futures contract on a single stock. Single stock futures were illegal in
the U.S. prior to the passage of the Commodity Futures Modernization Act. See security future and security futures product.
small traders. Traders who hold or control positions in futures or options that are below
the reporting level specified by the exchange or the CFTC.
soft. A description of a price that is gradually weakening. Also refers to commodities such
as sugar, cocoa, and coffee.
soften. The process of a slowly declining market price.
sold-out-market. If liquidation of a weakly held position has been completed, and offerings become scarce, the market is said to be sold out.
SPAN Performance Bond (Margin) System. The Standard Portfolio Analysis of Risk
(SPAN) performance bond system is a portfolio-based method of computing margin
requirements on futures and options on futures positions. All major U.S. exchanges,
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many foreign boards of trade, and other participants in the commodities industry have
adopted SPAN. Developed by the CME, SPAN uses 16 different what-if market price
scenarios to compute risk arrays for each kind of futures and options on futures contract. Each exchange subscribing to SPAN will update the risk arrays at least once each
day and make the arrays available to SPAN users.
speculative position limit (speculative limit). See position limit.
speculator. An individual who does not hedge, but who trades with the objective of
achieving profits through the successful anticipation of price movements of commodity futures and option contracts or of the physical commodity.
specialist system. A type of trading commonly used for the exchange trading of securities
in which one individual or firm acts as a market-maker in a particular security, with the
obligation to provide fair and orderly trading in that security by offsetting temporary
imbalances in supply and demand by trading for the specialist’s own account. See open
outcry.
split close. Refers to price differences in transactions at the close of any market session.
spot (commodity). (1) The actual commodity as distinguished from a futures contract. (2)
An outgrowth of the phrase on the spot, it usually refers to a cash market price for stocks
of the physical commodity that are available for immediate delivery. (3) Also used if referring to the futures contract of the current month, in which case trading is still futures trading, but notice of delivery is possible at any time.
spot month. See current delivery month.
spot price. The price at which a physical commodity for immediate delivery is selling at a
given time and place or that is to be paid out on delivery.
spot transaction. See cash transaction.
spot. Market of immediate delivery of the product and immediate payment. Also refers to
a maturing delivery month of a futures contract.
spread (or straddle). A combination of a put and call option at different—below and the
other above the current market price. The purchase of one futures contract and sale of
another futures contract, in the expectation that the price relationships between the
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two will change so that a subsequent offsetting sale and purchase will yield a net profit.
Examples include any of the following: (1) the purchase of a contract for one delivery
month and the sale of a contract for another delivery month in the same commodity
on the same exchange, (2) the purchase of one commodity and the sale of another
(wheat versus corn or corn versus hogs), or (3) the purchase of one commodity and the
sale of the products of that commodity (soybeans versus soybean oil and soybean meal).
Also refers to the difference between the bid and asked prices of a security.
squeeze. A market situation in which the lack of supplies tends to force shorts to cover
their positions by offset at higher prices.
SRO. See self-regulatory organization.
standby commitment. A put option that gives the holder the right but not the obligation
to make delivery.
stop limit order. A stop limit order is an order that goes into force as soon as there is a
trade at the specified price. The order, however, can only be filled at the stop limit price
or better.
stop order. An order that becomes a market order when a particular price level is reached.
A sell stop is placed below the market; a buy stop is placed above the market. Sometimes
referred to as stop loss order.
stop-close-only order. A stop order that can only be executed, if possible, during the closing period of the market. See also market-on-close order.
straddle. See spread.
strangle. An option position consisting of the purchase or sale of put and calls options
having the same expiration but different strike prices.
street book. A daily record kept by FCMs and clearing members showing details of each
futures transaction, including date, price, quantity, market, commodity, future, and the
person for whom the trade was made.
strike price. The price at which an option (put or call) can be exercised (sometimes called
the exercise price).
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striking price (striking price, exercise price, or contract price). The price, specified in the
option contract, at which the underlying futures contract or commodity will move
from seller to buyer.
STRIPS (Separate Trading of Registered Interest and Principal Securities). A book-entry
system operated by the Federal Reserve Bank permitting separate trading and ownership of the principal and coupon portions of selected U.S. Treasury securities. It allows
the creation of zero-coupon U.S. Treasury securities from designated whole bonds.
substitution. The act of withdrawing securities from a bank loan and substituting other
securities of approximately equal value.
substitution hedging. The use of futures contracts in similar but not identical commodities as an imperfect yet adequate risk management vehicle. Substitution hedging is undertaken because it is not possible to enter into futures positions in the commodity that
is being hedged (that is, hedges are often imperfect).
support. In technical analysis, a price area where new buying is likely to come in and stem
any decline. Also see resistance.
swap. In general, the exchange of one asset or liability for a similar asset or liability for the
purpose of lengthening or shortening maturities, or raising or lowering coupon rates,
to maximizing revenue or minimizing financing costs. In securities, this may entail selling one issue and buying another; in foreign currency, it may entail buying a currency
on the spot market and simultaneously selling it forward. Swaps may also involve exchanging income flows; for example, exchanging the fixed rate coupon stream of a
bond for a variable rate payment stream, or vice versa, while not swapping the principal component of the bond.
swaption. An option to enter into a swap; that is, the right but not the obligation to enter
into a specified kind of swap at a specified future date.
switch. Liquidation of a position in one delivery month of a commodity and simultaneous
initiation of a similar position in another delivery month of the same commodity.
When used by hedgers, this tactic is referred to as rolling forward the hedge.
symmetry. Price changes that are essentially the same amount and in the same direction.
The state in which risk positions are essentially balanced. If one is seeking to accomplish symmetry, one is attempting to become fully hedged.
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synthetic futures. A position created by combining call and put options. Combining a
long call option and a short put option for the same expiration date and the same strike
price creates a synthetic long futures position. Combining a long put and a short call
with the same expiration date and the same strike price create a synthetic short future.
Also referred to as synthetic position.
systemic risk. Market risk due to price fluctuations, which cannot be eliminated by
diversification.
T-Bond. See Treasury bond.
technical analysis. An approach to forecasting commodity prices that examines patterns of
price change, rates of change, and changes in volume of trading and open interest,
without regard to underlying fundamental market factors.
tender. The act, on the part of the seller of futures contracts, of giving notice to the clearinghouse of the intent to deliver the physical commodity in satisfaction of the futures
contract. The clearinghouse then notifies the holder of the oldest contract of record in
that delivery month.
tenderable grades. See contract grades.
terminal elevator. An elevator located at a point of greatest accumulation in the movement
of agricultural products, which stores the commodity or moves it to processors.
terminal market. Usually synonymous with commodity exchange or futures market,
specifically in the United Kingdom.
theta. The derivative of the option price equation with respect to the remaining time to
expiration of the option. A measure of the sensitivity of the value of the option to the
passage of time.
tick. Refers to a minimum change in price up or down. See point.
time spread. The selling of a nearby option and buying of a more deferred option with the
same strike price.
time value. The portion of an option’s premium that exceeds the intrinsic value. The time
value of an option reflects the probability that the option will move into-the-money.
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Therefore, the longer the time remaining until expiration of the option, the greater its
time value.
time-of-day order. This is an order that is to be executed at a given minute in the session.
For example, “Sell 10 March corn at 12:30 P.M.”
to-arrive contract. A deferred shipment that bases the price on delivery at the destination
point and the seller pays the freight for shipping it to that point.
trade (transaction) date. The date on which a transaction is actually executed. The initiation date of a forward commitment or futures contract.
trade option. A commodity option transaction in which the taker is reasonably believed
by the writer to be engaged in a business involving the use of that commodity or a
related commodity.
trader. (1) A merchant involved in cash commodities. (2) A professional speculator who
trades for his own account.
trading manager. A party hired by the CPO to manage the pool’s CTAs is required to register with the CFTC as a CTA and also be an NFA member. Such a manager of CTAs
is called a trading manager if it has sole or partial authority to allocate pool assets to
CTAs or investee pools.
transaction. The entry or liquidation of a trade (defined in the FASB ASC glossary, as presented in the first section of this glossary).
transfer notice. A term used on some exchanges to describe a notice of delivery. See
retender.
transfer trades. Entries made on the books of FCMs for one of the following purposes: (1)
transferring existing trades from one account to another within the same office where
no change of ownership is involved; (2) transferring existing trades from the books of
one FCM to the books of another FCM where no change in ownership is involved.
Also called ex-pit transactions.
transferable option (or contract). A contract, which permits a position in the option market to be offset by a transaction on the opposite side of the market in the same contract.
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treasury bills. Short-term U.S. Government obligations, generally issued with 13-, 26-, or
52-week maturities.
treasury bonds (or T-bond). Long-term obligations of the U.S. Government that pay interest semiannually until they mature or are called, at which time the principal and the
final interest payment is paid to the investor.
treasury notes. Same as U.S. Treasury bonds except that U.S. Treasury notes are mediumterm and not callable.
trend. The general direction, either upward or downward, in which prices have been
moving.
underlying commodity. The commodity or futures contract on which a commodity option is based, and which must be accepted or delivered if the option is exercised. Also,
the cash commodity underlying a futures contract.
value date. Same as settlement date.
variable limit margin. The performance deposit required whenever the daily trading limits on the prices of a commodity are raised in accordance with exchange rules. In periods of extreme price volatility, some exchanges permit trading at price levels that exceed
regular daily limits. At such times, margins also are increased.
variable price limit. A price limit schedule, determined by an exchange, that permits variations above or below the normally allowable price movements for any one trading day.
variation margin. Payment made on a daily or intraday basis by a clearing member to the
clearing organization based on adverse price movement in positions carried by the
clearing member, calculated separately for customer and proprietary positions.
variation margin call. A clearinghouse’s call for additional margin deposits to a clearing
member while trading is in progress and the current price trends have substantially reduced the clearing member’s margin deposits as a result of adverse price movements.
Variation calls are usually payable within the hour.
vault receipt. A document indicating ownership of a commodity stored in a bank or other
depository and frequently used as a delivery instrument in precious metal futures
contracts.
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visible supply. Usually refers to supplies of a commodity in licensed warehouses. Often includes afloats and all other supplies in sight in producing areas.
volume of trade. The number of contracts traded during a specified period of time. It may
be quoted as the number of contracts traded or in the total of physical units, such as
bales or bushels, pounds, or dozens.
warehouse receipt. Document guaranteeing the existence and availability of a given quantity and quality of a commodity in storage commonly used as the instrument of transfer of ownership in both cash and futures transactions.
warrant or warehouse receipt for metals. Certificate of physical deposit, which gives title
to physical metal in an exchange approved warehouse.
warrant. An issuer-based product that gives the buyer the right but not the obligation to
buy (in the case of a call) or to sell (in the case of a put) a stock or a commodity at a set
price during a specified period (defined in the FASB ASC glossary, as presented in the
first section of this glossary).
wash sale. Transactions that give the appearance of purchases and sales but that are initiated without the intent to make a bona fide transaction and that generally do not result
in any actual change in ownership. Such sales are prohibited by the CEAct.
wash trading. Entering into or purporting to enter into transactions to give the appearance that purchases and sales have been made, without resulting in a change in the
trader’s market position.
weather derivative. A derivative whose payoff is based on a specified weather event, for example, the average temperature in Chicago in January. Such a derivative can be used to
hedge risks related to the demand for heating fuel or electricity (defined in the FASB
ASC glossary, as presented in the first section of this glossary).
wild card option. Refers to a provision of any physical delivery (U.S. Treasury bond or
note) futures contract which permits shorts to wait until as late as 8:00 P.M. on any notice day to announce their intention to deliver at invoice prices that are fixed at 2:00
P.M., the close of futures trading, on that day.
winter wheat. Wheat that is planted in the fall, lies dormant during the winter, and is harvested beginning about May of the next year.
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writer. The issuer, grantor, or maker of an option contract.
yield curve. A graphic representation of market yield for fixed income securities plotted
against the maturity of the securities.
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